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PPMT 203-001 


BUSINESS IN THE GLOBAL POLITICAL ENVIRONMENT 


Spring Term 1998 Professor Elizabeth Bailey 

Class Hours: MW 3:00-4:30pm, Vance Hall Вб Phone: 898-0928 

Office Hours: M 1:00-3:00pm email: baileye@wharton 
W 4:30-5:30pm Office: 3106 SH-DH 

Class 1 (Jan. 12) Strategy and the Nonmarket Environment | 

1. A-Class Damage Control at Daimler Benz, (BP, Business Week, 11 / 24/97 

2. А Deadly Highway Mismatch Ignored (BP, New York Times, 9/24/97) 

3. Further Problems of Safety Found on Light Trucks (BP, New York Times, 12/12/97) 

4. New Air Bag Choices Beyond On-Off Switch (BP, New York Times, 11/28 /97) 

5. Viewgraphs: Class 1 


Class 2 (Jan.14) Sources of Market Failure 3 
6. The Role of Government in a Free Society (BP, Friedman 22-36) 
7. State and Market (BP, Economist 2/17/96) 

8. Equity v. Efficiency (BP, Yao, Mimeo) 

9. Holed Up (BP, Economist, 12/9/95) 

10. Loophole in Ozone Pact (BP, Business Week, 9/29/97) 

11. Viewgraphs: Class 2 


Class 3 (Jan. 19) Sources of Government Failure 

12. Policy Window (BP, Kingdon, 4 pp.) 

13. The Policy Window (BP, Mimeo) 

14. Sources of Government Failure: A Summary (BP, Mimeo) 

15. Contrived Competition (BP, Vietor, Business History Review, 1990, 4 рр.) 

16. Competitors Quake as Southwest Air is Set to Invade Northeast (BP, Wall Street Journal, 
10/23/96) 

17. American Aces of the Foreign Sky (BP, New York Times, 6/6/97) 

18. European Airlines Scan the Arrivals Hall (BP, Economist, 9/27/97) 

19. US Air System Seen as Threat to the Economy (BP, Wall Street Journal, 12/11/97) 

20. Viewgraphs: Class 3 









Class 4 (Jan. 21) Media Competiti 

21. A World View (BP, Economist, 11/29/97) | 

22. Censorship in Nine Western Democracies in the 1970s and 1980s (ВР, Budge and McKay, 
Developing Democracy, 297-321) 

23. Viewgraphs: Class 4 








26. Viewgraphs: Class 5 





27. Legislation Action Analysis (ВР, Матео) 

28. Nonmarket Strategies and Legislative Analysis (BP, Mimeo) 

29. Public Policy in Telecommunications (BP Faulhaber, Information Economics and Policy, 1995, 5 pp.) 
30. Telecommunications Act of 1996 (BP, СЕР Draft Report, 1997) 

31. US Regulator Rings the Changes in Phone Market (BP, Financial Times, 5/2/97) 

32. MCI Played the Regulation Game and Lost (BP, Wall Street Journal, 11/13/97) 

33. Not Quite Magic (BP, Economist, 2/22/97) 

34. Telecom Accord Opens Up Lines for US Firms (BP, Wall Street Journal, 2/8/97) 

35. Viewgraphs: Class 6 


Class 7 (Feb. 2) Business Political Activity 

36. The Behavior of Regulatory Agencies (BP, Wilson, The Роби of Regulation, 1980, 6 pp.). 
37. Some Key Points concerning the Actions of the Bureaucracy in the US (BP, Mimeo). 
38. Doing the Washington-Wall Street Shuffle (BP, Institutional Investor, 9 / 96, 13 pp.) 

39. Bank Bill is Cleared for Vote (BP, New York Times, 7/26/ 94) 

40. Right This Way Mr. McColl (BP, Business Week, 9/ 94) 

41. No New Deal for Banking (BP, New York Times, 11/2/95) 

42. Crashing Through Glass-Steagall (BP, Business Week, 11/4/96) 

43. Nationsbank’s McColl Masters the Soft Sell (BP, Wall Street Journal, 9/2/97) 

44. Accord is Reached to Lower Barriers in Global Finance (BP, New York Times, 12/14/97) 
45. Viewgraphs: Class 7 


lass eb. 4) Bargaining with Regulators 
46. Bargaining with Regulators (BP, Shell and Yao, Mimeo) 
47. Rules of Thumb for Political Action (BP, Mimeo) 
48. Mad Cows: For Whom the Bell Tolls (BP, Economist, 12/6/ 97) 
49. Britain’s Sky Wars (BP, Wall Street Journal, 1/30/ 97) 
50. Let the Market Take Off (BP, Economist, 1/18/ 97) 
51. GAO to Present Airport-Rights Plan to Allow British Air-American Pact (BP, Wall Street Journal, 
6/4/97) | 
52. British Air-American Pact Meets Resistance at Hearing (BP, New York Times, 6/8/97) 
53. Open-Skies Pacts Lift US, European Carriers (BP, Wall Street Journal, 9/24/97) 
54. Eizenstat Concerned at EU Stance on BA-AA (BP, Financial Times, 9/12/97) 
55. Viewgraphs: Class 8 





$ Feb. 9) Political E nom: of Trade Policy 
26. Educating Main Street on Trade (BP, Journal of Commerce, 11/13/97) 


37. Integrated Strategy, Trade Policy and Global Competition (BP, Baron, Сайтта Management 
Review, Winter 1997) 

58. WIO's Kodak Ruling Heightens Trade Tensions (BP, Wall Street Journal, 12/8/97) 

59. Viewgraphs: Class 9 


Class 10 (Feb. 11) Protecti ition through Antitru 

60. Antitrust: The Landscape (US) 

61. On Identifying Exclusionary Conduct (BP, Easterbrook, Notre Dame Law Review, 1986, 6 pp.) 
62. Court Says Price Ceilings and Some ‘Fixing’ are Allowed (BP, New York Times, 11/15/ 97) 


Class 15 (March 2) Economic Regulation and Its Reform 

91. Contestability and the Design of Regulatory and Antitrust Policy, (BP, Bailey, American Economic 
Review, May 1981) 

92. Deregulation Causes and Consequences (BP, Bailey, Science, 12/5/86) 

93. There’s Nothing Natural about Natural Monopolies’ (BP, Business Week, 10/8/97) 

94. Heavens! Deregulation Works (BP, Economist, 11/6/93) 

95. Delivering the Goods (BP, Economist, 11/15/97) 

96. Highballing Toward Two Big Railroads? (BP, Business Week, 3/17/97) 

97. Europe’s Rail Freight on New Path (BP, New York Times, 2/20/97) 

98. Viewgraphs: Class 15 





99. Using Markets in Infrastructure Provision (BP, World Bank, 1994) 
100. Chopping Up America’s Power (BP, Economist, 5/3/97) 

101. Electricity in Europe (BP, Economist, 3/1/97) 

102. Transforming the Power Business (BP, Fortune, 9/29/97) 

103. Viewgraphs: Class 16 


Class 17 (March 16) Environmental Regulation 

104. Social Regulation: Challenges and Opportunities (BP, Hahn, May 1994) 

105. Is There a Role for Benefit-Cost Analysis in Environmental, Health and Safety Regulation (BP, 

. Arrow, et al, Science, 4/12/96) 

106. Getting More Environmental Protection for Less Money: A Practitioner’s Guide (BP, Hahn, 
Oxford Review of Economic Policy, 1995) 

107. An Embarrassment of Clean Air (BP, Business Week, 5/31/93) 

108. EPA is Pressing Plan to Publicize Pollution Data (BP, New York Times, 8/12/97) 

109. East Europe Sniffs Freedom’s Air and Gasps (BP, New York Times, 1995) 

110. US Utilities Helping Czechs to Curb ‘Greenhouse’ Gases and Air Pollution (BP, New York 
Times, 9/16/97) 

111. Honeywell Sees Big Potential in Eastern European Heating (BP, Wall Street Journal Europe, 
6/25/96) 

112. China's New Dynasty (BP, Pioneer Press, 12/15/96) 

113. 15 Million Megawatts: Where They'll Come From (BP, Pacific Basin Economic Council News, 
5/22/96) 

114. Viewgraphs: Class 17 


Class 18 (March 18) Global Warming 

115. Global Warming (BP, Fortune, 12/8/97) 

116. At Last, the Fuel Cell (BP, Economist, 10/25/97) 

117. A Better Way to Slow Global Climate Change (BP, McKibbin and Wilcoxon, Brookings Policy 
Brief, June 1997) 

118. Global Warming Pact is Threatened by Dispute Over Emissions Trading (BP, Wall Street 
Journal, 12/10/97) | 

119. Kyoto Climate Change Talks Agree Treaty at Last Minute (ВР, Financial Times, 12/11/97) 

120. Poor Nations Reject Role on Warming (BP, New York Times, 12/13/97) 

121. Viewgraphs: Class 18 


Class 1 rch Product S : Coase Theorem 

122. How to Think About Pollution (BP, Friedman, Liberty, 1992) 

125. Judges Turn Back to Law to Regulate Internet Decency (BP, New York Times, 6/27/97) 
124. White House is Set to Ease Its Stance on Internet Smut (BP, New York Times, 6/16/ 97) 
125. Ideological Foes Meet on Web Decency (BP, New York Times, 12/1/97) 

126a Court, 9-0 Protects Speech on Internet (BP, New York Times, 6/27/97) 

126b Viewgraphs: Class 19 


lass 20 (March 25) Product Liability s Regulation 
127. Major Overhaul for FDA as President Signs New Law (BP, New York Times, 11/22/97) 
128. The Pill in Japan (BP, Economist, 11/8/ 97) 
129. Thalidomide, Long Barrel Wins Support (BP, New York Times, 9/6/ 97) 
130. Rezulin: The FDA Made the Right Call (BP, Business 43Week, 12/15 /97) 
151. CRIXIVAN: A Triumph of Merck Innovation, 12/23/97 
132. Heart Valve Problem that Felled Diet Pills had Апзеп Previously (BP, Wall Street Journal, 
12/11/97) 
133. Are Beer Ads on Beavis and Butt-Head’ aimed at Kids? (BP, Wall Street Journal 1/6/97) 
134. Son of Joe Camel (BP, Washington Post, 8/17/97) 
135. Should Alcohol Ads be Regulated? (BP, Washington Times, 8/24/ 97) 
136. Pataki Signs ВШ to Combat Drinking by Young Drivers (BP, New York Times, 6/24/96) 
137. Viewgraphs: Class 20 


21 (March 30) Product and Process Safe Regulation 

138. Process Safety: An Industry Disaster in India (BP, Jurisdiction of Courts) 
139. Ten Years After the Gas, No End to Tears (BP, 1994) 
140a The Chemical Industry: Introducing Responsible Care (BP, 1995) 
140b Science Classics (BP, Оту, May 1996) 
141. Excerpts from High Cou:.’s Decision on the Brady Handgun — Control Law (BP, New York 

Times, 6/27 7 
142. A Tale of Two Lobbies (BP, Economist, 9/19/ 96) 
143. Gun Makers Agree on Safety Locks (BP, New York Times, 10/9 /97) 
144. Can Gunmakers Disarm Their Attackers (BP, Business Week, 11/10/ 97) 
145. Personalized Guns (BP, Jobn Hopkins, 3/31/97) 
146. Clinton Strikes Deal with Gun Makers (BP, Associated Press, 10/23/ 97) 
147. NRA Warns Press in Gun Lock Dangers (BP, 7/9/97) 
148. Viewgraphs: Class 21 





| i us International Liabili 
149. Enforcing Domestic Court Judgments in a Foreign State (BP, Shell, Mimeo) 
150. Who Should be Liable? An Aside to the Theory of Law and Economics (BP, Yao, Mimeo) 
151. DEC Loses $5.3 Million Jury Verdict (BP, Wall Street Journal, 12/10/96) 
152. A Case of Justice or a Total Travesty (BP, New York Times, 6/13/95) 
153. Insurers are Found Liable in Implant Case (BP, New York Times, 2/15/96) 
154. Scientific Justice (BP, Economist, 1/26/97) 
155. Louisiana Case Seen as Sign of Tort System Gone Awry (BP, New York Times, 9/ 10/97) 
156. Viewgraphs: Class 22 


15 April 6) Corporate Governance 
157. Investor Capitalism (BP, Useem, Directorship, 5/96) 
158. Stakeholder Capitalism (BP, Economist, 2/10/96) 
159. Le Défi Américan, Again (BP, Economist, 2/13/96) 
160. Note on Duties and Liabilities Facing Corporate Managers (BP, Yao, Mimeo) 
1612 СЕО Рау (BP, Blair, Brookings Review, Winter 1994) 
161b Which Bosses Earned Their Pay, and Which Didn't (BP, Business Week, April 21, 1997) 
1622 Big Payoffs for Executives Who Fail Big (BP, New York Times, 1/21/97) 
162b A Classroom Exercise on Executive Incentive Compensation Schemes (BP, Elitzer, Managerial 
and Decision Economics, 1995) 
163. How CEO Pay Got Away (BP, New York Times, 4/28/97) 
164. Viewgraphs: Class 23 





| 1 Micro Audit Committee Simulation 

165. MegaMicro PLC Audit Committee Agenda 

166. MegaMicro PLC Briefing Note 

167. Audit Committee Memo, Subject: Engines Division - Warranty Provision for Off-Specification 
Products 

168. MegaMicro PLC Letter re Audit for the year ended 30 April 1996 

169. 29 Nations Agree to Outlaw Bribing Foreign Officials (BP, New York Times, 11/21/97) 





170. MegaMicro Remuneration Committee Agenda 

171. Code of Best Practice, Greenburg, 7/15/95 

172. Annual Incentive Plan, Memo 

173. Performance Incentive Schemes in the Fund, Memo 
174. Share Option Plan, Memo 

175. In the Money (BP, Wall Street Journal, 6/ 11/97) 


Class 26 (April 13) Ethical Issues in Employment 

176. Accord to Combat Sweatshop Labor Faces Obstacles (BP, New York Times, 4/13/97) 
177. Clinton Approves New US Sanctions Against Burmese (BP, New York Times 4/14/97) 
178. Estimate of Child-Labor Levels Triples (BP, Wall Street Journal, 11 /12/96) 

179. 1997 Company Report - I Cracker Barrel Old Country Stores 

180. 1997 Company Report - J Wal-Mart Stores 

1812 1997 Company Report - K Caterpillar 

181b Viewgraphs: Class 26 


Class 27 (April 20) Business Fraud and Insider Trading 

182. Basic Elements of Business Fraud (BP, Shell, Mimeo) 

183. Confidential Information Trading (BP, Shell, Mimeo) 

184. The Tort of Fraud: A Closer Look (BP, Yao, Mimeo) - 

185. Insider Trading Laws: US and Worldwide (BP, Yao, Mimeo) 

186. Statutes and Rules: The SEC (BP, Yao, Mimeo) 

187. Sumitomo Debacle (BP. Wall Street Journal, 6/17/96) 

188. Merrill Lynch May be Facing SEC Charges (BP, Wall Street Journal, 9/20/96) 
189. Columbia Inquiry Yields First Indictment (BP, Wall Street Journal, 1/51 /97) 

190a Inside Traders Get a Message in Duracell Case (BP, Wall Street J ournal, 9/19/96) 


190b Viewgraphs: Class 27 


Class 28 (April 22) Course Wrap-up 


191. Integrating Policy Trends into Dynamic Advantage (BP, Bailey, Wharton on Dynamic Competitive 
Strategy, 1997) 
192. Key Concepts for Final Exam 


(2 






| deni 
хіпі prinia hans xi речи 
T IT 


Почни 
саис ле 





Ez ( i 





1 konen guher Белде эй) 
a npg ano dum бо ep 














у w sotsd ni bobantl 








University of Pennsylvania 
The Wharton School 
PPMT 203-001 


BUSINESS IN THE GLOBAL POLITICAL ENVIRONMENT 


Spring Term 1998 Professor Elizabeth Bailey 

Class Hours: MW 3:00-4:30pm, Vance Hall B6 Phone: 898-0928 

Office Hours: M 1:00-3:00pm email: baileye@wharton 
W 4:30-5:30pm Office: 3106 SH-DH 


This course examines theory and practice of government policies that effect business. Both 
normative rationales and positive explanations for government intervention in business activity are 
examined. Topics explored are fundamental to understanding and influencing public policy, 
including the role of government in a global market economy, and the role of media, interest 
groups, public institutions and business firms in shaping government action. 


Specific governmental policies toward markets are examined, including antitrust policy, both 
domestic and international; economic regulation, deregulation, and privatization of state enterprises; 
health, safety and environmental policy in the global arena; and corporate social responsibility and 
international business ethics. Lectures and case studies focus on international comparisons of 
government-business relations, and on practical applications of theoretical principles of strategic 
thinking and industrial organization to studying the interactions between private firms and political 
institutions. 


Required Reading 
David P. Baron, Business and Its Environment, 2 Edition, Prentice-Hall 1996. 


Bulkpack 


Grades and Assignments 

Midterm exam, in class 30% 
Final exam, in class 40% 
Policy hearings and simulation exercises 30% 


Exams 
In-class exams will focus on ey concepts contained in the assigned reading material and/or 


discussions during class. Applications of these key concepts will be made to emerging policy issues as 
presented in newsclips. 





Public Policy Hearings and Corporate imulation Exercises | 

Students will be assigned to play roles of advocates, who will cloak their self-interest in the 
normative policy rationales of the course, as well as “pundits,” who will handicap likely policy 
outcomes using the positive tools of the course. A one-page bullet summary or viewgraph must be 
handed in before the discussion by each participant. Ditto for simulation exercises, which take 
place in corporate board rooms. 





Course Outline 


L THE NONMARKET ENVIRONMENT: NORMATIVE RATIONALES 
Class 1 (Jan. 12) Strategy and the Nonmarket Environment 


Theoretical Background: 
Nonmarket environment (Baron 3-6, 15-21) 


Case Auto Safety: General Motors v. Mercedes Benz | | 

Auto industry nonmarket issue agenda (Baron 7-15), General Motors and NBC News (Baron 22-5) 
A-Class Damage Control at Daimler Benz, (BP, Business Week, 11 /24/97) 

A Deadly Highway Mismatch Ignored (BP, New York Times, 9/24/97) 

Further Problems of Safety Found on Light Trucks (BP, New York Times, 12/12 /97) 

New Air Bag Choices Beyond On-Off Switch (ВР, New York Times, 11/ 28/97) 


Viewgraphs: Class 1 


Class 2 (Jan.14) Sources of Market Failure 


Theoretical Background: 

Integrated Strategy (Baron 29-36), Market Failures (Baron 276-80) 

The Role of Government in a Free Society (BP, Friedman 22-36) 

State and Market (BP, Economist 2/17/96), Equity v. Efficiency (BP, Yao, Mimeo) 


Case on CFCs: The Mon Protocol 

An emerging issue (Baron 25-7) 

Holed Up (BP, Economist, 12/9/95) 

Loophole in Ozone Pact (BP, Business Week, 9/29/97) 


Viewgraphs: Class 2 


ss 3 (Тап. 19) Sources of Government Failure 


Theoretical Background 

Political Theory (Baron 115-126), Government Imperfections (Baron 282-5) 
Policy Window (BP, Kingdon, 4 pp.), The Policy Window (BP, Mimeo) 
Sources of Government Failure: A Summary (BP, Mimeo) 


Case on Airline Regulation and Deregulation 

Contrived Competition (BP, Vietor, Business History Review, 1990, 4 рр.) 

Competitors Quake as Southwest Air is Set to Invade Northeast (BP, Wall Street J ournal, 10/23/96) 
American Aces of the Foreign Sky (BP, New York Times, 6/6/97) 

European Airlines Scan the Arrivals Hall (BP, Economist, 9/27/97) 

US Air System Seen as Threat to the Economy (BP, Wall Street Journal, 12/11/97) 


View hs: Class 3 


la an. 21) Med 
Guest Professor Arie Schinnar 





Theoretical Backeround 


The News Media (Baron 55-67), Private Nonmarket Action (Baron 81-86) 
А World View (ВР, Economist, 11/29/97) 


Case on Government and Private Censorship 
Censorship in Nine Western Democracies in the 1970s and 1980s (BP, Budge and McKay, 
Developing Democracy, 291-321) 


Viewgraphs: Class 4 


IL THE NONMARKET ENVIRONMENT: POSITIVE EXPLANATIONS 





Theoretical B round 


The Wilson Matrix (Baron 149-58), Political Strategy Formulation (Baron 177-82) 
The Politics of Regulation (BP, Wilson, 9pp.) 


Case on Toshiba and Trade Sanctions 
Toshiba and Trade Sanctions (Baron 182-184) 


The New Trade Order: After COCOM (BP, The Atlantic Council, 8/17/94) 
Viewgraphs: Class 5 

Class 6 (Jan. 28) Political Strategic Environment 

Theoretical Background 


U.S. Institutions (Baron 126-138), Legislation Action Analysis (BP, Mimeo) 
Nonmarket Strategies and Legislative Analysis (BP, Mimeo) 


Case on Evolving Telecommunications Policy 


Public Policy in Telecommunications (BP Faulhaber, Information Economics and Policy, 1995, 5 pp-) 


Telecommunications Act of 1996 (ВР ED Draft Report, 1997) 

US Regulator Rings the Changes in Phone Market (BP, Financial Times, 5/2/97) 
MCI Played the Regulation Game and Lost (BP, Wall Street Journal, 11/13/97) 
Not Quite Magic (BP, Economist, 2/22/97) 

Telecom Accord Opens Up Lines for US Firms (BP, Wall Street Journal, 2/8/97) 


Viewgraphs: Class 6 





1. What type of politics best characterizes the regulated monopoly compromise of 1910 
(Faulhaber)? 


2. What type of politics best characterizes the Department of Justice antitrust case and divestiture 
degree of 1984 (Faulhaber)? 


3. What type of politics best describes the Telecommunications Act of 1996 (CED and Finangat 
Times, 11/13/97 Wall Street Journal)? 


4. What type of politics best describes the politics of the 1997 World Trade Organization 
Agreement (Economist and 2/18/97 Wall Street Journal)? 


Hint 1: Use Wilson Matrix Viewgraph to better enable classification. 
Hint 2: These four cases provide one each of the four Wilson categories of political competition. 


Hint 3: There are traces of other Wilson categories in each instance, but one category is dominant. 


You will be asked in class about your classifications and the reasoning behind them. 





Theoretical Ba und 

The Behavior of Regulatory Agencies (BP, Wilson, The Politics of Regulation, 1980, 6 pp Ji 
Some Key Points concerning the Actions of the Bureaucracy in the US (BP, Mimeo). 
Doing the Washington-Wall Street Shuffle (BP, Institutional Investor, 9 /96, 13 pp-) 


Case on Changing the Rules in Banking 

Bank Bill is Cleared for Vote (BP, New York Times, 7/26/94) 

Right This Way Mr. McColl (BP, Business Week, 9/94) 

No New Deal for Banking (BP, New York Times, 11/2/95) 

Crashing Through Glass-Steagall (BP, Business Week, 11/4 /96) 

Nationsbank’s McColl Masters the Soft Sell (BP, Wall Street Journal, 9/2/97). 

Accord is Reached to Lower Barriers in Global Finance (BP, New York Times, 12/ 14/97) 


imulation Exercise on Changing the Rules 1 ing (S i 
President Clinton has just been elected President (1992). Hugh McColl, CEO of Nationsbank has 
been a major supporter. Should Nationsbank attempt legislative activity in support of Interstate 
Bank reform (reduction in geographic restrictions on banking across state lines)? How about Glass- 
Steagall reform (reduction in restrictions that prevent banks from entering other financial services)? 
Should it focus on one or both, and why? Assume the same players reconvene in 1996, and explain 
how their views might have changed, and why. Pay particular attention to the need for legislative 
versus agency strategy. 





The Scene: A Staff Meeting at Nationsbank 


The Players: Senior Vice President, Planning, Nationsbank, Chair 
Director, Washington Office, Nationsbank 
Director, Merger & Acquisition Planning, Nationsbank 
Director, Community Development, Nationsbank 


Hint The Staff are all Wharton graduates and have taken PPMT 203, and so find it natural to talk 
in terms of policy windows, the nature of political competition (Wilson Matrix), and agency versus 
legislative strategy. 


Class 8 (Feb. 4) Bargaining with Regulators 


Theoretical Background 

European Institutions (Baron 419-27), Implementing Political Strategies (Baron, 199-216) 

Bargaining with Regulators (BP, Shell and Yao, Mimeo), Rules of Thumb for Political Action (BP, 
Mimeo) 

Mad Cows: For Whom the Bell Tolls (BP, Economist, 12/6/ 977) 





Britain's Sky Wars (BP, Wall Street Journal, 1/30/97) 

Let the Market Take Off (BP, Economist, 1/18/97) 

GAO to Present Airport-Rights Plan to Allow British Air-American Pact (BP, Wall Street Journal, 
6/4/97) 

British Air-American Pact Meets Resistance at Hearing (BP, New York Times, 6/8/97) 

Open-Skies Pacts Lift US, European Carriers (BP, Wall Street Journal, 9/24/97) 

Eizenstat Concerned at EU Stance on BA-AA (BP, Financial Times, 9/12/97) 


Viewgraphs: Class 8 





Should the British Airways-American Airlines alliance be permitted to take place? If so, under what 
conditions? 


The Scene: EU Competition Commission Hearings, Brussels 


The Players: Karel Van Miert, EU Competition Commission, Chair 
Bob Ailing, CEO, British Air 
Richard Branson, CEO, Virgin Airways 
Stuart Eisenstat, US State Department Undersecretary 


Class 9 (Feb. 9) Political Economy of Trade Policy 


Theoretical Background 
Japanese Institutions (Baron 375-87), Politics of International Trade (Baron 457-71) 
Educating Main Street on Trade (BP, Journal of Commerce, 11/13/97) 





Case of Kodak-Fu ji 


Integrated Strategy, Trade Policy and Global Competition (BP, Baron, California Management Review, 
Winter 1997) 


WTO's Kodak Ruling Heightens Trade Tensions (BP, Wall Street Journal, 12/8/97) 


lew hs: 





olicv Hearing on the Kodak Fuji Case (Student Role Play): 30 minutes 
Should WTO accept or reject US claims of Japanese protectionism in photographic film? 


TheScene: Hearing The World Trade Organization 
The Players: Judge, World Trade Organization 
Kodak Representative 


Fuji Representative 
Consumer Representative 


Ш. DOMESTIC AND INTERNATIONAL ANTITRUST POLICY 





Theoretical Background 

Antitrust Law and Enforcement (Baron 289-56), Antitrust: The Landscape (US) 

On Identifying Exclusionary Conduct (BP, Easterbrook, Notre Dame Law Review, 1986, 6 pp.) 

Court Says Price Ceilings and Some ‘Fixing’ are Allowed (BP, New York Times, 11/15/97) 

An Open Letter from Richard Branson (BP, Wall Street Journal, 6/26/96) 

Appeals Court Says US Antitrust Laws Cover Actions Abroad by Foreign Firms (BP, Wall Street 
Journal, 12/16/97) 

Nasdaq Dealers Weigh $900 Million Settlement (BP, Wall Street Journal, 12/19/97) 


Case on Microsoft v. Justice Department 

Justice vs. Microsoft: What's the Big Deal (BP, Business Week, 12/1/97) 

The Feds Should Let Microsoft be Microsoft (BP, Business Week, 12/1/97) 

Browser War’ Limits Access to Web Sites (BP, New York Times, 12/6/97) 

Unbundling Microsoft (BP, New York Times, 12/11/97) 

Microsoft’s Legal Problems Grow as States Join in Antitrust Effort (BP, New York Times, 12/17/97) 
A Few Clicks and Microsoft has a Problem (BP, New York Times, 12/20/97) 





3 | e 
Should the court overturn the Justice Department finding that Microsoft should stop bundling web 
software with windows systems? 


The Scene: Judge Thomas Panfield Jackson's Court 


The Players: Judge Jackson, Presiding 
David Boies, DOJ 
Microsoft Representative 
Consumer Representative 


Class 11 (Feb. 16) US Antitrust Merger Analysis 


Theoretical Background 
Mergers and Merger Guidelines (Baron 256-261), US Antitrust Merger Analysis (BP, Mimeo) 


15 


Avoiding Problems with Antitrust Agencies: Mergers and Acquisitions (ВР, Mimeo) 


ase of Defense Ind nsolidation 
Anttrust and the Defense “Build Down' (BP, Augustine, Тре Corporate Board, March/ April 1994, 6 
РР.) 
Reshaping ап Industry: Lockheed Martin's Survival Story (BP, Harvard Business Review, May-June 
1997, 12 pp.) 
A Farewell to Arms Makers (BP, Economist, 11/22/97) 
А Shrinking Arms Market (BP, Economist, 11/22/97) 


View hs: Class 11 





The Cold War has ended. Norman а CEO of Martin Mese is looking ahead and is 
concerned that under current antitrust guidelines and processes, needed defense industry 
consolidation might be blocked. He is looking to change the rules of the game. 


The Scene: Staff Meeting at Martin Marietta 


The Players: Norman Augustine, CEO, Chair 
General Council (knows antitrust law) 
Liaison to Department of Defense 
Chief Economist (knows industry trends) 


12 (Feb. 18) Inte ional Antitrust Law 


Theoretical Bac’: round 
Anti-Monopoly Law in Japan (Baron 386-7), European Union Antitrust Law (Baron 428-33) 
Mergers of Multinational Firms: Additional Considerations (BP, Mimeo) 


Case on Boeing Versus Airbus 

Boeing Plan to Acquire McDonnell Douglas Bolsters Competition (BP, Wall Street Journal, 
12/16/96) 

Boeing v. Airbus (BP, Economist, 7/26/97) 

Minister of Objection Nettles Washington (BP, New York Times, 5/21/97) 


Viewgraphs: Class 12 





i y): 30 Minut 
The US РОЈ has app "эуе the Boeing-McDonnell Douglas merger. The issue is now before the 


EU Competition Cor: nission, which has to decide what conditions, if any, should be attached to 
approval of this merger. 


The Scene: EU Hearings, Brussels 
The Players: Karel Van Miert, EU Commission Chair 


Philip Condit, CEO, Boeing 
US Federal Trade Commission Representative 


Head of Marketing, Airbus 
Class 13 (Feb. 23) Intellectual Property 


Theoretical Background 

Unfair Competition (BP, Metzger, 11рр.) 

Legal Process (BP, Smith and Robertson, Business Law, 1991, 9 pp.) | 

VW Agrees to Give GM $100 Million to Settle Lopez Trade Secret Lawsuit (BP, Wall Street Journal, 
1/10/97) 


Case on Litton v. Honeywell 

How Honeywell Beat Litton to Dominate Navigation-Gear Field (BP, Wall Street Journal, 9/20/96) 

EU OKs FF140 Min Subsidy for Airbus Flight Control System (BP, Dow Jones News Service, 
12/4/97 


Viewgraphs: Class 13 
Class 14 (Feb. 25) MIDTERM EXAM 


Theoretical Background 
Key Concepts for Midterm Exam 


IV. THE CHANGING REGULATORY ENVIRONMENT 
15 rch 2) Economic Regulation and Its Reform 


Theoretical Background 

Economic Regulation (Baron 269-76) 

Contestability and the Design of Regulatory and Antitrust Policy, (BP, Bailey, American Economic 
Review, May 1981) 

Deregulation Causes and Consequences (BP, Bailey, Sæence, 12/5/86) 

There’s Nothing Natural about ‘Natural Monopolies’ (BP, Business Week, 10/8/97) 

Heavens! Deregulation Works (BP, Economist, 11/6/93) 


Case of Railroads 

Delivering the Goods (BP, Economist, 11/15/97) 

Highballing Toward Two Big Railroads? (BP, Business Week, 5 /17/97) 
Europe’s Rail Freight on New Path (BP, New York Times, 2/20/97) 
Viewgraphs: Class 15 


Class 16 rch 4) Derevsulation and Privatization 


Theoretical Background 
Using Markets in Infrastructure Provision (BP, World Bank, 1994) 


Case of Electricity Deregulation and Privatization 
Chopping Up America’s Power (BP, Economist, 5/3 /97) 


15 


Electricity in Europe (BP, Economist, 3/1/97) 
Transforming the Power Business (BP, Fortune, 9/29/97) 


Viewgraphs: Class 16 





The Scene: ^ Hearings, U.S. Congress 


The Players: Industry Representative 
Consumer Representative 
State Public Utility Commissioner 


SPRING BREAK 


lass 17 rch 16) Environmental Regulation 


Theoretical Background 

Social Regulation: Challenges and Opportunities (BP, Hahn, May 1994) 

Is There a Role for Benefit-Cost Analysis in Environmental, Health and Safety Regulation (BP, 
Arrow, et al, Бете, 4/12/96) 

Getting More Environmental Protection for Less Money: A Practitioner's Guide (BP, Hahn, 
Oxford Review of Economic Pokey, 1995) 

An Embarrassment of Clean Air (BP, Business Week, 5/31/93) 

EPA is Pressing Plan to Publicize Pollution Data (BP, New York Times, 8/12/97 


eon E nservati 
East Europe Sniffs Freedom’s Air and Gasps (BP, New York Times, 1995) 
US Utilities Helping Czechs to Curb ‘Greenhouse’ Gases and Air Pollution (BP, New York Times, 
9/16/97) 
Honeywell Sees Big Potential in Eastern European Heating (BP, Wall Street Journal Europe, 6/25/96) 
China’s New Dynasty (BP, Pioneer Press, 12/15/ 96) 
15 Million Megawatts: Where They'll Come From (BP, Pacific Basin Economic Council News, 5/22/96) 


Viewgraphs: Class 17 


ss i arch 18) Global Warmin 


Theoretical Background 
Emissions Charges (Baron 333-51) 


Case on Global Warming 

Global Warmin: BP, Fortune, 12/8/ 97) 

At Last, the Fue: Cell (BP, Economist, 10/25/97) 

. А Better Way to Slow Global Climate Change (BP, McKibbin and Wilcoxon, Brookings Policy Brief, 
June 1997) 
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Global Warming Pact is Threatened by Dispute Over Emissions Trading (BP, Wall Street Journal, 
12/10/97) 

Kyoto Climate Change Talks Agree Treaty at Last Minute (BP, Financial Times, 12/11/97) 

Poor Countries Reject Role on Warming (BP, New York Times, 12/13/97) 


Viewgraphs: Class 18 
Business/ Fortune Magazine O&A on Global Warming (Student Role Play): 30 Minutes 


Should business play a strong role in policy making toward global warming? Which policies should 


it support versus reject, e.g. technologically based solutions, global emissions trading, higher energy 
taxes, and why? | 


The Scene: Fortune Meeting, Washington, DC 


The Players: Fortune Reporter, Chair 
John Browne, CEO, British Petroleum 
CEO, Daimler, Benz 


Stuart Eizenstat, US State Department Undersecretary 





Theoretical Background 
Coase Theorem (Baron-295-303) 
How to Think About Pollution (BP, Friedman, Liberty, 1992) 


Case on Pornography and the Internet 

Judges Turn Back to Law to Regulate Internet Decency (BP, New York Times, 6/27/97) 
White House is Set to Ease Its Stance on Internet Smut (BP, New York Times, 6/16/97) 
Ideological Foes Meet on Web Decency (BP, New York Times, 12/1/97) 

Court, 9-0 Protects Speech on Internet (BP, New York Times, 6/27/97) 


Viewgraphs: Class 19 
ss 20 (March 25) Product Liabili Regulation 


Theoretical Background 
Products Liability Law (Baron 302-20) 


Major Overhaul for FDA as President Signs New Law (BP, New York Times, 11/22/97) 


e on Dru cohol 
The Pill in Japan (BP, Economist, 11/8/97) 
Thalidomide, Long Barrel Wins Support (BP, New York Times, 9/6/97) 
Rezulin: The FDA Made the Right Call (BP, Business 43 Week, 12/1 5/97) 
CRIXIVAN: A Triumph of Merck Innovation, 12/23/97 
Heart Valve Problem that Felled Diet Pills had Arisen Previously (BP, Wall Street Journal, 12/11/97) 
Are Beer Ads on ‘Beavis and Butt-Head’ aimed at Kids? (BP, Wall Street Journal 1/6/97) 
Son of Joe Camel (BP, Washington Post, 8/17/97) 
Should Alcohol Ads be Regulated? (BP, Washington Times, 8/24/97) 
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Pataki Signs Bill to Combat Drinking by Young Drivers (BP, New York Times, 6/24/96) 
Viewgraphs: Class 20 


Policy De Regulation of Beer Advertisements ent Role Play): 30 Minute 
Is tough legislation on drunk driving sufficient? Or should beer advertisement be regulated? 


The Scene: Congressional Hearing 
Ihe Players: Everett Koop, Former Attorney General 


George E. Pataki, Governor of New York 
Beer Company Executive 





Theoretical Background 

Product Safety Regulation (Baron 312-20) 

Process Safety: An Industry Disaster in India (BP, Jurisdiction of Courts) 
Ten Years After the Gas, No End to Tears (BP, 1994) 

The Chemical Industry: Introducing Responsible Care (BP, 1995) 
Science Classics (BP, Discover, May 1996) 


ase of Saf cks on Guns 
Excerpts from High Court’s Decision on the Brady Handgun — Control Law (BP, New York Times, 
6/27/97) 
A Tale of Two Lobbies (BP, Economist, 9/19/96) 
Gun Makers Agree on Safety Locks (BP, New York Times, 10/9/97) 
Can Gunmakers Disarm Their Attackers (BP, Business Week, 11/10/97) 
Personalized Guns (BP, John Hopkins, 3/31/97) 
Clinton Strikes Deal with Gun Makers (BP, Associated Press, 10/23/97) 
NRA Warns Press in Gun Lock Dangers (BP, 7/9/97) 





Is ier on gun safety locks и ama Should gun duction prográtüs or gun safety 
devices be mandated? 


The Scene: Executive Offices, The White House 


The Players: Clinton Senior Staff Member 
Representative from the Gun Industry 
Representative from the National Rifle Association 
Consumer Representative 
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Theoretical Background 

Enforcing Domestic Court Judgments in a Foreign State (BP, Shell, Mimeo) 

Who Should be Liable? An Aside to the Theory of Law and Economics (BP, Yao, Mimeo) 
DEC Loses $5.3 Million Jury Verdict (BP, Wall Street Journal, 12/10/96) 


Case on Punitive Damages/Clas ion 

A Case of Justice or a Total Travesty (BP, New York Times, 6/13/95) 

Insurers are Found Liable in Implant Case (BP, New York Times, 2/15/96) 

Scientific Justice (BP, Economist, 7/26/97) 

Louisiana Case Seen as Sign of Tort System Gone Awry (BP, New York Times, 9/10/97) 


View hs: s 22 


Policy Hearings on Punitive Damages/Tort Reform 
Should the punitive damage system/class action system in the US be changed? 


The Scene: Congressional Hearing 


The Players: Breast Implant Industry Representative 
Railroad Industry Representative 
American Bar Association Representative 


V. THE CORPORATION AND SOCIETY 
Class 23 (April 6) Corporate Gov 


Theoretical Backgroun 

Conflict between Shareholders and Stakeholders (Baron 520-25) 

Investor Capitalism (BP, Useem, Directorship, 5/96) 

Stakeholder Capitalism (BP, Economist, 2/10/96) 

Le Defi Americain, Again (BP, Economist, 2/13/96) 

Note on Duties and Liabilities Facing Corporate Managers (BP, Yao, Mimeo) 


Case on CEO Pay 

CEO Pay (BP, Blair, Brookings Review, Winter 1994) 

Which Bosses Earned Their Pay, and Which Didn’t?, (BP, Business Week, April 21, 1997) 

Big Payoffs for Executives Who Fail Big (BP, New York Times, 7/21/97) 

A Classroom Exercise on Executive Incentive Compensation Schemes (BP, Elitzer, Managerial and 
Decision Economics, 1995) 

How CEO Pay Got Away (BP, New York Times, 4/28/97) 


View : Class 23 


Class 24 (April 4) MegaMicro Audit Committee Simulation 


The Scene: | MegaMicro PLC Boardroom, Audit Committee Meeting, 45 minutes 
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19 


20 


Audit Committee's focus on actions related to improving audit or other 
practices so as to minimize social reproach/liability exposure. 


Board Materials: 
MegaMicro Audit Committee Agenda (45 minutes) 
MegaMicro PLC: Briefing Note 
Memo from Engineers Division 
KPMG Memo 
Questioned Foreign Payments (Baron 663-5) 
29 Nations Agree to Outlaw Bribing Foreign Officials (BP, New York Times, 
11/21/97) | 


The Players: || Chair, Audit Committee | 
Your job is to run the Audit Meeting making sure that all items 
are addressed and that forward action plans are undertaken. You 
are an independent director. 


Audit Director, MegaMicro PLC 
Your job as Senior Manager is to present management’s thinking 
about the Engines Division problems and the issues raised in 
the auditors letter 


KPMG Auditor 
Your job as outside consultant is to outline and answer questions 
about the issues arising from the audit of MegaMicro PLC, 
including the Warranty issues and the agent's commission issues. 


Legal Advisor, Audit 
Your job will be to opine about the seriousness of the liability issues 


(Note: Review the SoZmine case) and the new international accord 
on bribery. 


Independent Director 
Your job will be to question management and outside advisor 
Audit Committee's focus on actions related to improving audit 
or other practices so as to minimize social reproach/ liability 
exposure. 





The Scene: МераМісго PLC Boardroom, Remuneration Committee Meeting, 45 minutes 


Board Materials: | 
MegaMicro Remuneration Committee Agenda (45 minutes) 
Code of Best Practice, Greenburg, 7/15/95 
Annual Incentive Plan, Memo 
Performance Incentive Schemes in the Fund, Memo 
Share Option Plan, Memo 
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In the Money (BP, Wall Street Journal, 6/11/97) 


The Players: Chair, Remuneration Committee 
Your job is to run the remuneration (compensation) meeting, 
making sure that all items are addressed and that forward action 
plans are undertaken. You are an independent director. 


Human Resources VP, MegaMicro PLC 
Your job 15 to discuss the effect of the warranty provisions 
on the 1997 incentive plan, and management thinking about 
forward looking performance incentive schemes and the 
share option plan. 


Towers Perrin Consultant 
Your role 15 to answer questions about how investor activists 
would feel about management’s recommendations about stock 
option repricing and performance incentives, along with 
benchmarks of what other corporations would consider best 
practice. 


Chair, MegaMicro PLC (ex officio member) 
Your job 1s to answer the tough questions about management 
recommendations / thinking 


Independent Director 
The code of conduct for remuneration committee is attached. 
Your job will be to question management about its recommendations 
on incentive and share option plans. 


26 (April 13) Ethical I s in Employment 


Theoretical Background 

US Issues (Baron 627-46), International Issues (Baron, 657-69) 

Accord to Combat Sweatshop Labor Faces Obstacles (BP, New York Times, 4/13/97) 
Clinton Approves New US Sanctions Against Burmese (BP, New York Times 4/14/97) 
Estimate of Child-Labor Levels Triples (BP, Wall Street Journal, 11/12/96) 


Case: Social Voting on Employment Issues 
Cracker Barrel Old Country Stores 


Wal-Mart Stores 
Caterpillar 





Each student should present a recommendation on voting on one of the three employment related 
issues after summarizing both proponent and opponent viewpoints. 
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Class 27 (April 20) Business Fraud and Insider Trading 


Basic Elements of Business Fraud (BP, Shell, Mimeo) 
Confidential Information Trading (BP, Shell, Mimeo) 

The Tort of Fraud: А Closer Look (BP, Yao, Mimeo) 
Insider Trading Laws: US and Worldwide (BP, Yao, Mimeo) 
Statutes and Rules: The SEC (BP, Yao, Mimeo) 


Case: Insider Tradin 
Sumitomo Debacle (ВР. Wall Street Journal, 6/17/96) 


Merrill Lynch May be Facing SEC Charges (BP, Wall Street Journal, 9/20/96) 
Columbia Inquiry Yields First Indictment (BP, Wall Street Journal, 7/31/97) 
Inside Traders Get a Message in Duracell Case (BP, Wall Street Journal, 9/19/ 96) 


Viewgraphs: Class 27 

Class 28 (April 22) Course Wrap-up 

Theoretical Background ^ 

Integrating Policy Trends into Dynamic Advantage (BP, Bailey, Wharton on Dynamic Competitive 


Strategy, 1997) 
Key Concepts for Final Exam 
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23 


24 
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COMMENTARY | 
By David Woodruff 


A-CLASS DAMAGE CONTROL 
AT DAIMLER BENZ 


(== wisdom these days says Nov. 11, they apologized. They 


[aa 


REPROGRAPHICS ° 


mighty Daimler Benz collided retested the car, then made costly 

with an “elk test” and lost. I changes, stiffening the suspension 
beg to differ. CEO Jürgen Schrempp and adding an electronic stability 
and his lieutenants limited the dam- system as standard equipment. They 
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ar Benz, the: A-class, on. Oct. =: treme conditions: And the continued - 
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around a wayward elk they quickly ^ treatment by the press. “I would © 
admitted a problem, came up with a `. have told them to do it exactly that 

fix, and: committed big bucks toim- ` way,” says Gerald C, Meyers, a crisis · 


plementing it, `` ^" C. management consultant and former 
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It'll be money well spent, sal. ' American Motors chairman. 
vaging the company's long-term goal Since the test flip, some 2,000 or- 
of extending the Mercedes — š ders һауе been сап- 
brand into the main- — Ei O SED S À celed, just 2% of 
stream market. That Ж es Il, the 100,000 Mer- 
shift is crucial if КОО: cedes had in 


bibo S hand, and 2,000 
= new ones have ` 


Daimler hopes to 
flourish into the 





. neering auto, with exem- Although the fix Nnoprortrs? As for the 
plary erash protection for || | cost, the new components 
its size. The elk test? А . Vii as Й will run the company $59 
whimsical memory. e "bass million pretax this year 

In similar tight spots, Ш succeed and $118 million each year 
other carmakers have of ` after. That will probably 
ten blown it. In 1986, Volkswagens ^ wipe out any profit on the car, say 
Audi unit was hit by charges in the analysts. But other models, such as 
U.S., later proved false, that faulty the M-class sport utility, are such 
automatic transmissions made its smash hits that Daimlers net earn- 
cars race out of control. Executives ings this year should remain at an 
denied any problem, but their inac- ^ estimated $2.6 billion, says Salomon 

‚ tion caused Џ. 5. sales to wither Brothers Inc. analyst John Lawson. 

from 74,241 to 12,283 in 1991. And in Disaster still looms if the re- 

` 1988, when a U.S. consumer maga- ^ vamped cars presented to journalists 

‹ Zine reported that the Suzuki Samu- іп December aren't totally elk-proof. 

"та! was likely to roll over if a driver But for a big corporation, Daimler 

swerved violently in an emergency, has displayed some enviable foot- 

Suzuki executives also denied there work when it really counted. 

was a problem. Sales tanked. | 
Schrempp and Mercedes’ top man- Frankfurt Correspondent Wood- 

agers did the right thing. In a con- ruff has covered the global auto 

ference call with financial analysts on industry since 1984. 
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next century. ШЫ] been placed. “I | 
Él: a In addition, EB trust the | 
the company's DEM LEE brand," says | 
careful han- HT Jörg Plempe, | 
dling of the БАНИ a salesman 
rollover inci- 4 admiring a | 
dent was . Silver A-Class | 
right on tar- on outside dis- | 
get. In a year play in Frankfurt. | 
or two, the A-class will IN THE SHOP “The media have exaggerat- | 
probably be seen as a pio- = - ed this whole thing.” | 
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™ Transport Research тыы, 


U. S. officials — not done tests on minimizing даве when high-riding vehicles strike small 
cars. In Britain, : a EE Rover caused serious damage to a Ford Escort at 18.6 miles per hour. 





A Deadly Highway Mismatch I énored | 


By KEITH BRADSHER ` 
*" DETROIT, Sept. 23 — Albert and 
"Marianne Hassan were driving 
:their Chrysler Concorde through 
.Merrick, N.Y., last spring to pick 
up their 3-week-old son when a 
Chevrolet Suburban slammed into 
their car at an intersection. The 
Suburban's high front end pushed 
in the driver's side door, hitting 
Mr. Hassan in the chest. He died 
quickly of internal bleeding. 
The 5,000-pound sport utility ve- 
.hicle shoved the 3,300-pound car, a 
midsize family sedan; sideways 
for 50 feet until the other side of the 
‘car was crushed against. a tree, 
blinding and critically injuring 
Mrs. Hassan. The driver of the 
Suburban: ‘was not injured. 
Crashes’ like this one, in which 





LIGHT TRUCKS, HEAVY RISK 
A special report. 





the police accident investigator 
says the Suburban’s weight and 
high front end worsened the inju- 
ries, are becoming more common. 
The number of collisions between 
a car and a light truck — a sport 
utility vehicle, pickup truck or 
mini-van — has been rising stead- 
ily. While. they still make up a 


minority of two-vehicle crashes, 


these accidents now account for a 
majority of deaths in such crashes, 
and 80 percent of these deaths are 
in the cars. 

The problem has alarmed a few 
safety researchers and some in- 


surers. “It's something we need to 
work on desperately quickly," said 


C. Adrian Hobbs, the secretary ofa 


new, mostly. European _ panel 


studying collisions between vehi- ' 


cles of different sizes. “И попе 5 
done, people are going to continue 
to be killed unnecessarily." 

Yet little has been done, either in 
Washington or Detroit: 

qSeven years after the introduc- 
tion of the Ford Explorer set off a 
surge in sales ot sport utility vehi- 
cles, Federal regulators have not 
performed. а crash test to deter- 
mine what happens when these ve- 
hicles and pickups of similar de- 
sign hit a car. Such tests could be a 
first step toward requiring auto 


Continued on Page D6 
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Big 3and Washington Ignore Mismatch 
of Cars and Light Irucks 


Continued From Page Al 
makers to rnake light trucks less dangerous 
to;other vehicles. | 

“Мо$ї of the Federal money designated to 
study crashes between different sizes of 
vehicles has been spent instead on air-bag 
sdfety studies in each of the last two fiscal 


увагз. This was because of an outcry over 


reports that 82 children and short adults 
have been killed by the devices. Yet Federal 
accident statistics show that collisions be- 
tween light trucks and cars now kill that 
many people in cars each week. 

"Auto makers in the United States have 
paid little attention to the problem. Engi- 
neers at the auto makers say they work 
mainly on protecting the occupants of the 
vehicles they design and have no formal 
procedures for calculating and reducing the 
risk to occupants of other vehicles. 

ће auto makers play down the risk to 
people in cars posed by much heavier pick- 
ups and sport utility vehicles. Yet in fighting 
Federal regulations intended to make new 
cars more fuel efficient, they have warned 
against building lightweight cars because 
they would be much more dangerous in 


` crashes with vehicles already on the road. 


{American car makers have largely ig- 
nored how the с sign of a vehicle may affect 
other vehicles .:. a crash, contending that it 
is weight difference, and not design, that 
determines who lives and who dies in crash- 
es. Yet research in Britain has found — and 
the top safety official for the American auto 
manufacturers’ trade group agrees — that 
sport utility vehicles and pickups are partic- 
ularly deadly when they hit a car in the side 
because they ride higher off the ground and 
are more likely to strike the occupant of the 
car in the head and chest. 

Crashes with light trucks, particularly 
pickups and sport utility vehicles, are espe- 
cially deadly for people riding in the small, 
fuel-efficient cars that have been produced 
over the last quarter-century in an attempt 
to reduce gasoline consumption and pollu- 
tion. And pickups and sport utility vehicles 
pose an even bigger threat for the extreme- 
ly fuel-efficient, 2,000-pound family cars 
that auto makers say they will build early in 
the next century. 

Highway safety groups have also largely 
ignored the issue, focusing on air bags, fuei- 
tank safety and other concerns. Indeed, 
salety experts and auto makers in Europe, 
where there are many small cars, have been 
doing more about the dangers of light trucks 
than their American counterparts, even 
though sport utility vehicles and pickups are 
less common there. 

Germany's equivalent of the American 
Automobile Association performed a crash 


Ses a e~ = 


‘collision at 31 miles per hour between a 


2,400-pound Volkswagen Golf and a 4,800- 
pound Nissan sport utility vehicle. The Nis- 
san rode up over the Volkswagen’s hood 
nearly to the base of the Golf's windshield; 
the crash dummy in the Golf suffered head 


injuries that measured 3,177 on a scale for · 
which readings above 1,000 are considered . 


fatal. Partly-in response to that test, Mer- | 


cedes-Benz has designed its new sport util- 


ity vehicle to reduce the damage to cars. 


But it is the Big Three American. саг 
makers — General Motors, Ford and Chrys- 


ler — that make 86 percent of the nation's | 


light trucks and all of the biggest sport · 


utility vehicles. These vehicles are their 
most profitable models; Ford earns as 
much as $14,000 on each of its biggest sport 
utility vehicles, the 5,200-pound Expedition 
and the similar 5,600-pound Lincoln Naviga- 
tor. In fact, the Big Three earn their entire 
profit on light truck sales, barely breaking 
even on cars. 

Of course, sport utility vehicles and pick- 
ups do not cause accidents; people do, when 
they drink, speed or otherwise show poor 
judgment. Executives at Detroit auto mak- 
ers are quick to point this out. They also note 
that light trucks are a lot smaller than some 
other vehicles on the road, like tractor- 


trailers. "Even if you're driving a tank 


down the road, you could always get hit by a 
locomotive," said Robert Purcell, G.M.'s 
director of advanced technology. 

Ihe auto makers contend buyers need 
vehicles that ride high so they can drive off 
paved roads. In fact, few buyers use light 
trucks this way. According to an internal 
memorandum, the Big Three found in a 
joint 1995 study that only 13 percent of sport 
utility vehicles were driven off road, 18 
percent of pickups and no mini-vans. 

Most of all, auto executives say they are 
simply building the vehicles that Americans 
want. And the sales figures bear them out. 
Nearly severt million vehicles or 44 percent 
of all autos sold last year — were light 
trucks, compared with 16 percent in 1971. 
The fastest-growing sales are for the big- 
gest light trucks; almost three million of 
those sold last year weighed more than 4,000 
pounds, Sales of the biggest sport utility 
vehicles have quintupled in six years, while 
the overall auto market has grown only 23 
percent. 

"Its a good formula for the customer, 
and that's what we're providing," said Alex- 
ander Trotman, Ford's chairman. 


Death Toll Rises 


5.447 Killed Last Year 
In Car-Truck Wrecks 


a‏ دای 


Just as it is hard to prove that any one 
victim- of lung cancer acquired it through 
smoking, it is hard to prove in any specific 
crash that the people in the car would have 
fared better if hit by another car instead of a 
light truck. And just as the main evidence 
for the harm of cigarettes lies in studies of 


| ‘thousands of smokers, the best evidence for 
the problems created by light trucks lies in ` 


statistics on thousands of crashes. | 
More Americans (5,447 last year) now die 
in crashes .:vclving a car and a light truck 
than in crashes involving two cars (4,193), 
according to Federal, statistics. This is the 


case even though there are twice as many 
cars as light trucks on the road and even 


though car-to-car collisions remain more 
common than car-to-light-truck collisions. 
And for every person who dies in a light 
truck that collides with a car, four people die 
in cars hit by light trucks. 

Pickups and sport utility vehicles are 
becoming a lot heavier, and potentially 
more deadly, as more buyers choose more 
powerful engines and amenities like air- 
conditioning and plusher interiors. The lat- 
est Suburbans, for example, are a half ton 
heavier than the 1985 model that hit the 
Hassan family's Concorde. The extra 
weight can make a bad crash worse. 

Take a collision between a 2,900-pound 


‚ Honda Accord and а 6,000-pound Chevrolet 
. Suburban. The Accord driver would be at 


‚ least 13 times as likely to be killed as the 


Suburban driver, based on a formula calcu- 
lated for crashes by Leonard Evans, a top 
safety researcher at G.M. The formula was 
based on car-to-car crashes and may under- 
state the danger of a crash with a light 
truck. 

One big insurer, the Progressive Corpora- 
tion in Cleveland, has already raised liabil- 

.ity premiums for sport utility vehicles and 
large pickup trucks after an analysis deter- 
mined that medical bills for people hit by 
these vehicles were unusually high. Other 
insurers are considering similar moves. 

Police investigators who handle traffic 
accidents do not need such statistics to 
convince them of the dangers of light trucks. 
They say that many of the worst crashes 
they see these days, with deaths and espe- 
cially serious injuries, occur in collisions 
between light trucks and cars. 

While mini-vans are classified by the Gov- 
ernment as light trucks, experts say th 
are less deadly because they tend to wes, 
less than other light trucks, ride closer tc 
the ground and have frames that are les: 
damaging in crashes. Indeed, even a mini 
van can fare poorly in collisions with other 
light trucks. Cynthia S. Wellons of Hampton 
Ga., was driving a 3,200-pound Dodge Cara 


van mini-van last June when the driver of : 
a PS m rm Self BHlaTer eaming th; 
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es, Safety experts at insurers and elsewhere 
say this does not do much good. 

"If you get a frontal collision, the Sport 
utility vehicle bumper will tend to go over 
the hood of the car — that's bad," said 
Charles R. Baker, a top Honda engineer. 

New research in Britain suggests that 
height differences could be particularly im- 
portant when sport utility-vehicles and pick- 
ups hit cars in the side. Side impacts ac- 
count for nearly a third of all car-occupant 
deaths each year. Yet Federal tests in the 
United States only measure a car or light 
truck's ability to withstand being hit in the 
side by the equivalent of a midsize sedan. 

The 3,015-pound sled used for the side- 
impact test has a bumper with a lower edge 
only 13 inches off the ground and a top edge 
2l inches high. The lower edge of the test 
sled is designed to reflect the fact that most 
vehicles brake before hitting a car in the 
Side, so their bumpers are a little lower than 
usual But the low edge also means that the 
test sled hits not only the car door; which is 
relatively weak, but also the side of the car's 
underbody, its sturdiest part, typically 15 
inches off the ground. 

Palice calculate that the Suburban that hit 
the Hassans' Concorde passed entirely over 
the car's door sills, with the main blow to the 
Concorde coming 24 inches off the ground. 
similarly, the Transport Research Labora- 
tory, а safety research group recently sold 
by the British Government, crashed a 3,800- 
pound Range Rover into the side of a 2,200- 
pound Ford Escort at 18 m.p.h. last year and 
found no contact with the $Ш at all. 

Barry Felrice, the top safety official at 
the American Automobile Manufacturers 
Association, acknowledges that because 
sport utility vehicles and pickups ride high- 
er above the road than cars, their side- 
impact collisions with cars tend то be more 
Severe. “You're likely to be hit in the parts 
of the body that are more prone to injury," 
he said, “like the chest or the head." 


Slow Response 


Government and Big 3 
Pay Little Attention 


Some recent Government studies support 
the concerns about light trucks and the 
adequacy of the current crash tests. The 
policy planning staff at the National High- 
way Traffic Safety Administration, for in- 
Stance, issued statistical studies this sum- 
mer concluding that serious injuries could 
be reduced if light trucks ==ighed less. And 
two of the agency's ѕёпіс: -searchers did a 
little-noticed study early ` year in which 
they concluded that current crash tests are 
inadequate when the nation's vehicles are 
increasingly split between low-slung cars 
and high-riding light trucks. ; 

“The effect of this tremendous degree of 
fleet incompatibility is not measured direct- 


_ly by frontal-barrier crash tests and will be 


the focus of future research,” concluded the 
Study’s authors, William T. Hollowell and 
Hampton C. Gabler. 

Largely missing from research on the 
dangers light trucks pose to cars are crash 
tests and studies by universities and private 
companies. With a staff of. fewer than 700 
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percent since 1980 after inflation, the safety 
agency relies heavily on outsiders for statis- 
ical research and entirely on outside com- 
panies for crash tests. But the $800,000 annu- 
al budget for such outside work on crashes 
between cars and light trucks has been 
spent almost entirely on air-bag research 
for two years. 

This budget will be replenished on Oct. 1. 
It will pay for two to five crash tests this 
winter, provided the money is not trans- 
ferred again to air-bag studies. 

Philip Recht, the deputy administrator of 
the safety agency, defended its spending 
decisions, saying that Federal officials had 
given more attention to crashes between 
light trucks and cars over the last several 
years and would step up their research. 

Yet the tests tentatively planned for this 
winter will not provide the basis for any rule - 


changes, said a Federal official who insisted 


” Оп anonymity, adding, “That’s just enough 


to start providing more questions.” 


s 
а 


Detroit has also paid little attention to the 
Size mismatch among vehicles — unless it ° 


Served the auto makers' purposes in resist- 
ing fuel-economy rules. | 


a 


In the late-1970's, the Ford Motor Compa-* 


ny developed a computer program to pre- 
dict what would happen when а new саг ог 
light truck struck other vehicles. But when 
Federal regulators chose to focus on air 
bags and other safety gear instead of de- 
manding so-called compatible designs, Ford 
cut back its efforts. Other auto makers 
never even started comparable efforts. 

Chris Magee, Ford's director of vehicle 
Systems engineering, who worked on the 
program, said crash compatibility was not 
an active part of design. “We first of all 
worry in most cases about the occupants of 
the vehicle we're selling," he said. “Аз far 
as vehicle mix aspects, we might look at 
them, but there's not really any pr-.cesses ог 
procedures for doing anything.' 

Some auto officials contend 1:.: the shift 
to light trucks might actually be saving lives 
over all Indeed, heavier vehicles tend to: 
protect occupants better than lighter vehi- 
cles not only when a driver ст: hes into 
another vehicle but also into a tree or some 
other object, they point out. 

Yet insurance industry crash statistics 
offer little support for this optimism. Peopie 
in pickups and all but the largest Sport 
utility vehicles actually are killed at a high- 
er rate in single-vehicle accidents than peo- 
ple in cars. This is partly because these 


. vehicles are more often driven by men, who 


have more accidents than women, but also 
because the vehicles' high centers of gravity 
make it easier to roll over than cars. | 
As for whether the lower death rates їп 
light trucks more than offset the higher 
death rates in cars, no one yet knows. 


What Might Be Done 


Changes in Design 
That Could Help 


. Worried about a possible backlash from 
drivers of small cars, Mercedes-Benz has 
gone tO great lengths to reduce the threat 
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vehicle poses to cars. Below and behind the 
bumper is a hollow, horizontal tube that 


amounts to à second bumper at the same 


height as a car underbody. The tube and two 
hollow steel boxes behind it are designed to 
crush during crashes, absorbing energy that 
might otherwise be transmitted to either 
vehicle's occupants. Mercedes crashed the 
vehicle at 31 m.p.h. into a Mercedes so small 
it is not sold in the United States; a crash 
dummy in the car “survived.” 

Officials at Volvo, long known for safe 
design, acknowledge that their cars are no 
match for a large sport utility vehicle. They 
are moving to install side air bags to pro- 
vide more protection to the head and chest. 
Ford plans to announce a similar move, 
soon. The only Big Three car with side аір: 
bags now is the Cadillac DeVille. a 

The auto industry has split in recent. 
months over whether the biggest sport util: 
ity vehicles and pickups should be made. 
with frames that bend more on impact, 
absorbing energy in a crash. But less stiff 
frames could be less safe for the people in 
the trucks. : 

The traffic safety agency has the author- 
ity to require crash tests in which the auto 
maker must prove any new car or light 
truck does not inflict excessive damage or 
existing vehicles during collisions. If the 
agency did require such proof, auto makers 
would have to choose among reducing the 
weight, height or stiffness of the deadliest 
models. But with research barely begun, 
regulators say they are not in a position 
even to draft such a rule. 

Some Federal safety officials hops саг 
Congress will allow the minimum sta: -d 
for fuel economy in light trucks to ber: i. 
Light trucks have ballooned in size and 
weight because each auto maker needs only 
to sell light trucks with an average fuel 
economy of 20.7 miles a gallon, compared 
with the car target of 27.5 miles a gallon. 

Yet Congress, after lobbying from Ameri- 
can auto makers, has barred the traffic 
safety agency for the last two years from 
spending any money even to study whether 
fuel-economy standards should be raised. 

For now, the likelihood is that sport utility 
vehicles will become more popular, and car 
occupants will account for an ever more 
disproportionate share of fatalities. This 
bothers some safety experts. 

"If you can afford to buy this $36,000 sport 
utility vehicle, then you have a better 
chance of surviving than this poor guy о от 
the street who can only afford to buy 2... =,” 
said John Taylor, a professional accident 
investigator in White Haven, Pa. 

Yet after seeing too many car occupants 
killed or crippled by light trucks, even Mr 
Taylor now drives a 4,200-pound Ford =: 
plorer. “Sport utility vehicles are great," га. 
said, "for the guy that owns them." 
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Consequences of a Collision 


ape Collisions involving a car and a light truck like a sport utility ` vehicle still make up. &.‏ ا 

=| minority of two-vehicle crashes but now account for the majority of deaths in those ` | 
сгазһез, апа 80 percent of these deaths are in the cars. Some researchers say 
light trucks are dangerous in such crashes not only because they weigh more зры 
also because they ride iii off the pamp 


E yg =. 
P UE окыу 


š жш Volkswagen Golf Sd a 4 ,800-pound Nissan md d vehicle. The crash ` 
dummy in ће Golf suffered head injuries that measured 3,177 on a scale Тог Which: 
readings above 1,000 are considered fatal. Partly in response to that test, » :: *: ! 
Mercedes-Benz has designed its new sport-utility vehicle with features to reduce 
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the potential damage it might do to cars in collisions. . 





The Risk of Being Killed 


When a car collides with a 
vehicle twice its weight, the 
driver of the car is 13 times as 
likely to be killed as the driver 
of the heavier vehicle, 
according to an analysis by a 
G.M. researcher of records for 
nearly 40,000 deaths in car- 
to-car crashes. (The company 
has used such calculations to 
oppose Federal fuel-economy 


standards that would require | 


lighter cars.) . 


The chart at right shows bo 
differences in weight affect 


` the risk to drivers. Highlighted 


are examples of the number 
of drivers of a 2,900-pound 


car like a Honda Accord who 


would be killed for every. ` 
driver killed in various heavier 
vehicles in.collisions. For `: 


‚ example, in a crash between 


‘an Accord and a Chevrolet _ 
Suburban, the Accord driver : 
would be 13 times as likely to 
die as the Suburban driver. | 
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аел чека URNA a CAT CN Chevrolet | 
Suburban . 
e EM 13 or more : 
Number of 
lighter-vehicle ` ` : 
. drivers killed Chevrolet Таћсе; 
· for each GMC Yukon; 
heavler-vehicle Lincoin Navigator 
driver killed oda eee EEA пати В 9.9 
. In a collision 
GMC Sierra 
pickup 5.3 :... 
Chevrolet Blazer; 
Lincoln Town Car 
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зате Twice as 
weight heavy 


Ratio of weight of heavier vehicle to weight _ 
of a lighter vehicle like the Honda Accord 
Sources: General Motors technical p paper (death odds); National Hon Tanta Safety Acrministration (weights) | 
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FURTHER PROBLEMS 
OF SAFETY FOUND 


DANGER OF ROLLING OVER 
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- DEARBORN: +Mich Se pean 
Sport utility vehicles, mini-vans and 
| pickups — so-called light trucks — 


pose serious safety problems to their | 


| occupants while increasing the risk 
for other drivers on the road, auto 


industry regulators and engineers | 


said at a two-day conference that 
ended here today. 

Sport utility vehicles, which many 
Americans buy partly because they 
seem safer than cars in collisions 
between the two, roll over so often 
that their occupants are just as likely 
to.die in an accident as car occu- 
| pants, a prominent researcher said. 
Most of these rollovers are caused by 


collisions with other vehicles, curbs | 


and other objects, and not by swerv- 
ing, two Federal officials said. 

Brakes on light trucks, which now 

| account for one of every two family 

vehicles sold, are generally not as 


effective as car brakes, partly be- | 


cause Federal safety standards for 
trucks are slightly more lenient than 
those for cars, a leading brake engi- 
neer said. . 

Large sport utility vehicles and 
pickups account for an unusually 
large share of pedestrian deaths, ap- 
parently. because of their weaker ' 
brakes and lack of maneuverability, | 
a senior regulator said. | 

Meanwhile, sport utility vehicles | 
are nearly three times as likely as | 
cars to kill the drivers of other vehi- | 
cles during collisions, said Thomas `: 
Hollowell, a top researcher at Ше. 
National Highway Traffic Safety Ad- | 
ministration. . 

Regulators and insurers are be- | 
coming much more interested in the ` 
dangers posed by light trucks, to the 
dismay of auto executives, who wor- ` 
ry that their most profitable models 
could soon be subject to tighter regu- 


Continued on Page DIT 


FOR LIGHT TRUCKS | 
Engineers and Regulators Say | 


I m | 
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"Additional Safety Problems Are Found for Light Trucks: 


Continued From Page Al 


lations or higher insurance rates, 

The Society of Automotive Engi- 
neers, a nonprofit group that plays a 
large role in setting technical stand- 
ards, organized the conference in re- 
Sponse to rising light-truck sales and 
growing industry interest in the asso- 
ciated safety issues. It was the indus- 
try's first gathering ever to review 
and seek solutions for the overall 
safety problems presented by light 
trucks. Journalists were not invited 
to the conference, but a reporter 
from The New York Times who reg- 
istered was allowed to attend. 

"In a speech at the conference, 


| which focused mostly on Sport utility 


vehicles, the auto industry's leading 
safety official responded indignantly 
to suggestions that a broad safety 
problem .existed. Insurance data 
show that sport utility vehicles have 
a slightly lower death rate per regis- 
tered vehicle than that of cars, said 
Barry Felrice, the director of regula- 
tory affairs for the American Auto- 
mobile Manufacturers Association. 
But Kennerly Digges, director of 
safety research at the National 
Crash Analysis Center, an organiza- 
tion financed by the Government and 
the auto industry, presented a study 
showing that once people in sport 
utility vehicles are involved in an 
accident, they are as likely to die as 
people in cars. That is true because 
the high death rate when sport utility 
vehicles roll over offsets the low 


death rate in all other collisions, Mr. 
Bigges said. Sport utility vehicles 


are-four times as likely as cars to roll 
over in an accident, he found. 
The insurance data cited by the 


| auto manufacturers аге not adjusted 


- for the fact that sport utility vehicles 


are often driven by middle-aged par- 
ents who have few accidents regard- 
less of what they drive. By looking at 
what happens to people in vehicles 


| that are involved in accidents, Mr. 





Digges was able to focus on whether 
sport utility vehicles do in fact pro- 
vide more protection. 

“People feel safer in them because 
they're higher and they're bigger, 
and as long as they're staying with 
all four wheels on the ground, they're 
Hine" Mr. Digges said. “But when 
they have four wheels in the air, 
there's a problem." 

Mr. Felrice said he was suspicious 
of researchers like Mr. Digges who 





use statistical tools to analyze death 
rates. He contended that the sheer 
size of sport utility vehicles had to 
improve occupants’ chances of sur- 
vival once they got into crashes. 
Auto makers contend that most 
rollover accidents occur when a vehi- 
cle hits a curb or other object with 
considerable force, upsetting the bal- 
ance of the vehicle and causing it to 
turn over. Consumer Reports maga- 
zine has suggested that certain sport 
utility vehicle models can roll over 
even during tight turns without hit- 


ting other objects. But two Federal 
officials said today that 92 percent of ` 


all rollovers were caused by colli- 
sions or contact with other objects. 
Mr. Digges said sport utility vehi- 





Regulators and 
insurers.are starting 
to focus on the 
vehicles’ threats. 


cles rolled over so easily that even 
the best drivers were in danger be- 
cause they might swerve to avoid an 
accident and hit a curb or another 
vehicle instead. Mr. Felrice acknowl- 
edged that the rate of rollover acci- 
dents in which someone died was two 
and a half times as high for sport 
utility vehicles as the rate for cars. 
But he contended that many of these 
rollovers occurred when young or 
impaired drivers hit curbs and other 
objects. Mr. Digges and Mr. Felrice 
agreed that the latest sport utility 
vehicles were less prone to roll over 
than earlier models. 

Mr. Felrice said the sheer weight 
of the biggest sport utility vehicles 
probably reduced their risk of roll- 
overs. But Charles Kahane, a senior 
researcher at the National Highway 
Traffic Safety Administration, pre- 
sented evidence in a speech today 
that the frequency of rollovers was 
the same for all but the very smallest 
light trucks, which have a higher 
rate. The centers of gravity for the 
largest light trucks are so high as to 
offset the stability provided by their 
extra weight, Mr. Kahane said. 

Among the more’ popular sport 
utility vehicles are the Jeep Chero- 
kee and Wrangler, the Ford Explorer 





and Expedition, the Chevrolet Blazer 
and Suburban and the Nissan Path- 
finder. 

Federal safety standards are 
more lenient for light-truck brakes 
than for car brakes for measures 
like stopping distances, while light 
trucks in general are harder to con- 
trol than cars when drivers try to 
brake and steer at the same time, 
said John H. Sapp, the senior brake 
systems manager at Lucas Varity, 
one of the world's largest brake man- 
ufacturers. Light trucks are required 
to be able to stop from 60 miles an 
hour within 216 feet, for example, 
while cars are required to stop with- 
іп 204 feet, he said. — 

While some light-truck ` models 


meet some of the car brake stand- ` 


ards, Mr. Sapp. said he could not 
think of any light-truck model that 
met all car brake standards. Federal 


' brake regulations issued two years 


ago will require all but the biggest 
sport utility vehicles and pickups to 
meet car standards in 2002. 

Mr. Kahane said in his speech that 
weak brakes and lack of maneuver- 
ability might explain why the biggest 
light trucks accounted for an unusu- 
ally large share of pedestrian deaths. 
Most light trucks were designed for 
use in rural areas, not densely popu- 
lated cities and suburbs, he noted. 

Mr. Hollowell, the Government's 
top researcher into what happens to 
vehicles during crashes, presented a 
separate study today confirming 
growing suspicions in the auto indus- 
try that light trucks are unusually 
deadly to car occupants. 

Sport utility vehicles are nearly 
three times as likely as midsize cars 
to kill the drivers of other vehicles 
during crashes, while full-size pick- 
ups are more than three times as 
likely to kill other drivers, according 
to Mr. Hollowell's statistics. The sta- 
tistics are part of a new Government 
study to be released in February, Mr. 
Hollowell said. He also said that the 
Government would conduct six crash 
tests in January and February pit- 
ting sport utility vehicles, mini-vans 


re 


and pickups against midsize sedans. ` 


Light trucks pose a danger be- 
cause they are heavier than cars, 
ride higher off the ground and have 
stiff frames, Mr. Hollowell said. The 
stiff frames do not absorb much en- 
ergy during a crash, transferring 
more of the force of a crash to what- 
ever they hit. When a Ford Ranger 


hits a concrete barrier during а Fed- | 
—— ed 


eral crash test, the peak force of the 
impact against the barrier is twice 
aS great as when a slightly heavier 
Ford Taurus hits the same barrier at 
the same speed, Mr. Hollowell said. 
Two auto maker engineers said 
that they privately welcomed great- 
er public scrutiny of light trucks 
because it would strengthen the hand 
of safety advocates inside the auto 
makers who have questioned the 
shift toward ever bigger vehicles. 
Until recently, industry engineers 
who spoke up about light-truck, safe- 
ty received little attention аз. таг- 
keting executives focused on the im- 
mense profits, said one SE who 
insisted on anonymity. ` 
"Voices were heard," ће: said. 
"They just weren't listened to." .. 
Mr. Felrice said that safety had 
always been a top priority for the 
auto makers. 
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я WASHINGTON 

ВЕКОМ all the attention given last week 
F: а new Federal rule on air bags, car 

owners might think they face just one 
air bag decision: whether to apply to the 
Government for an on-off switch. 

In fact, with a profusion of car designs 
and emerging technologies, a shopper who 
made air bags atop priority would have,a 
lot of other choices to weigh. These include 
"de-powered" bags, passenger-side bags 
that deploy from the top of the dashboard in- 
stead of from the front, side-impact air 
bags, bags that decide when to deploy based 
on whether the occupants are wearing seat 
belts, even knee-level air bags. 


While the auto makers do not advertise | 


the difference, their passenger-side bags 

. fall into two categories: those that deploy 
upward toward the windshield and then to- 
ward the passenger, and those that expand 
straight out toward the passenger. After 
conducting a survey last spring of deaths 
caused by air bags, two nonprofit groups, 
Public Citizen and the Center for Auto Safe- 
ty, said that none of the fatalities occurred 


Cavalier, the Oldsmobile Aurora and vari- 
ous models from Honda, Mercedes, Nissan 
and Subaru, the nonprofit groups say.) 

But other auto safety experts say there 
are more factors at work than simply the di- 
rection in which the bag deploys. 

. Public Citizen has petitioned the Trans- 
portation Secretary to divulge various types 
of information about air bags, including the 
lowest crash speed at which they deploy, the 
force at which they inflate, whether the de- 


- ployment is upward or outward, and'how far 


out each bag protrudes when inflated. The 
department, which has historically been 
slow to compare the safety features of car 
models, did not immediately respond to 
Public Citizen's request. 

An on-off switch is not even one of the 
choices consumers face when picking out a 
new car. The new Transportation Depart- 
ment rule, which will allow dealers and re- 
pair shops to start installing the switches in 
mid-January, does not cover new cars. 

Under the rule, a person who wants a 
switch must apply for permission, entering 
the car's vehicle identification number. The 
applicants must certify that they fall into 
one of several categories: that a doctor fa- 
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The cabin of the Audi A8 sedan with its six standard-equipment air bags deployed. 





vors the disconnection, that they have ba- 
bies who must ride in front because they 
need to be monitored at all times, or that 
they must transport children up front be- 
cause there is not enough space in the back. 
The rule is meant to be a stopgap meas- 
ure; by the middle of next year, the agency 
is supposed to issue a draft of a rule requir- 
ing “smarter” air bags that would b 
phased in over four years, starting и. 001. 
In fact, bags with some basic intelligence 
are already in the marketplace. АП 1998 


Mercedes cars are equipped with sensors 
that can detect whether a baby seat has 
been placed on the front passenger seat, and 
if so, the passenger air bag is deactivated. 
The system includes a tag on the seat simi- 
lar to what retail stores use to deter shoplift- 
ing; Mercedes hopes other car makers and 
seat manufacturers will adopt the system. 
Of the 49 children killed by air bags before 
Nov. 1, a dozen were babies in rear-facing 
seats, whose skulls were directly in front of 
the dashboard from which the bag erupted. 
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ÇÊ BMW's coe r head protection Ld 


„~ "n ELM 


=“ odas ie ab sense ж the. ос- 


š ` сират is belted. If the belt is not beingüsed, | 


the bag deploys in lower-speed collisions,’ 
because there is no other protection ; if the... 
occupant is belted, the air bag does not de- 


ploy unless the crash seems serious enough 


to warrant both the belt and the bag. And if 
the passenger seat is empty, the bag does 
not deploy at all. 

Some American models have bags that ` 
deploy when the caris moving as slow as 8 
m.p.h. at impact, and some children have 


. been killed in collisions not much faster than 


that; Mercedes bags, among others, do not - 


deploy in such low-speed crashes. 


In addition to changes in front air bags, 
bags are showing up in more places. Side- 
impact air bags, introduced by Volvo in 
1995, are turning up on more and more cars. 
Such innovations usually start at the expen- 
sive end of the market, but two modestly 
priced 1998 models, the Chevrolet Prizm 
and Toyota Corolla, have them. So do Toyota 


Camrys, Saabs and Mercedeses 


All Audi A8's come with де bags for both 
the front and rear seats. TT? Audi Аб and 
the BMW 5- and 7-Series ої:: : similar pro- 
tection if one orders optional rear-seat bags. 
Those BMW's also have head protection 
bags — inflatable tubes that pop out of the 
headliner to provide a cushion between pas- 


` sengers and the windows or roof pillars. 


.And one small sport utility, the Kia Spor- 
tage, has a knee-high air bag intended to · ` 
keep the driver from sliding toward the 
floor in a crash. 


. Shoppers are increasingly seeing cars ad- . 


vertised with “‘next generation" or “second 
generation" air bags. This usually means 
the bags are “‘de-powered,”’ with about a . . 
third less punch than the bags inlast year's 
models. Such bags became possible this 
year after the safety agency temporarily 
dropped its insistence that the bag be able to 
cushion un unbelted dummy the size of an - 
average man; the change allows the bag to 
be designed for belted dummies. Chrysler, 
Ford and General Motors say nearly all of 
their 1998 models have de-powered bags. 
Some cars may be produced with full- Ln 
powered bags early in the model year and 
de-powered bags later. 
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| Chapter |! 
+ 


The Role of Government 
ín a Free Society 


А COMMON OBJECTION to totalitarian societies is that they ге- 
gard the end as justifying the means. Taken literally, this objec- 
tion is clearly illogical. If the end does not justify the means, what 
does? But this easy answer does not dispose of the objection; it 
simply shows that the objection is not well put. То deny that the 
end justifies the means їз indirectly tó-assert that the end 
in question is not the ultimate end, that the ultimate end is 
itself the use of the proper means. Desirable or not, any end that 
can be attained only by the use of bad means must give way to 
the more basic end of the use of acceptable means, 

To the liberal, the appropriate means are free discussion and 
voluntary co-operation, which implies that any form of coercion 
15 inappropriate. The ideal is unanimity among responsible indi- 
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viduals achieved on the basis of free and full discussion. This is 
another way of expressing the goal of freedom emphasized in 
the preceding chapter. 

From this standpoint, the role of the market, as already noted, 
is that it permits unanimity without conformity; that it is a sys- 
tem of effectively proportional representation. On the other 
hand, the characteristic feature of action through explicitly po- 
litical channels is that it tends to require or to enforce substantial 
conformity. The typical issue must be decided "yes" or “по”; 
at most, provision can be made for a fairly limited number of 
alternatives. Even the use of proportional representation in its 
explicitly political form does not alter this conclusion, The num- 
ber of separate groups that can in fact be represented is narrowly ` 
limited, enormously so by comparison with the proportional rep- 
resentation of the market. More important, the fact that the 
final outcome generally must be a law applicable to all groups, 
rather than separate legislative enactments for each "party" rep- 
resented, means that proportional representation in its political 
version, far from permitting unanimity without conformity, 
tends toward ineffectiveness and fragmentation. It thereby op- 
erates to destroy any consensus on which unanimity with con- 
formity can rest. 

There are clearly some matters with respect to which effective 
proportional representation is impossible. I cannot get the 
amount of national defense I want and you, a different amount. 
With respect to such indivisible matters we can discuss, and 
argue, and vote. But having decided, we must conform. It is pre- 
cisely the existence of such indivisible matters — protection of 
the individual and the nation from coercion are clearly the most 
basic—that prevents exclusive reliance on individual action 
through the market. If we are to use some of our resources for 
such indivisible items, we must employ political channels to 
reconcile differences. 

The use of political channels, while inevitable, tends to strain 
the social cohesion essential for a stable society. The strain is least 
if agreement for joint action need be reached only on a limited 
range of issues on which people in any event have common 
views. Every extension of the range of issues for which explicit 
agreement is sought strains further the delicate threads that hold 
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society together. If it goes so far as to touch an issue on which | 


men feel deeply yet differently, it may well disrupt the society, 


Fundamental differences in basic values can seldom if ever be | 


resolved at the ballot box; ultimatel they can only be decided, 
though not resolved, by conflict. The religious and civil wars 
of history are a bloody testament to this judgment. 

The widespread use of the market reduces the strain on the 
social fabric by rendering'conformity unnecessary with respect 
to any activities it encompasses. The wider the range of activities 
covered by the market, the fewer are the issues on which ex- 
plicitly political decisions are required and hence on which it is 
necessary to achieve agreement. In turn, the fewer the issues on 
which agreement is necessary, the greater is the likelihood of 
getting agreement while maintaining a free society. 

Unanimity is, of course, an ideal. In ractice, we can afford 
neither the time nor the effort that md be required to achieve 
complete unanitnity on every issue, We must perforce accept 
something less. We are thus led to accept majority rule in one 
form or another as an expedient, That majority rule is an expedi- 
ent rather than itself a esie principle is‘clearly shown by the 
fact that our willingness to resort to majority rule, and the 
size of the majority we require, themselves depend on the seri- 
ousness of the issue involved. If the matter is of little moment 
and the minority has no strong feelings about being overruled, 
a bare plurality will suffice. On the oiher hand, if the minority 

feels strongly about the issue involved, even a bare majority will 
not do. Few of us would be willing to have issues of free speech, 
for example, decided by a bare majority. Our legal structure is 
full of such distinctions among kinds of issues that require dif. 
ferent kinds of majorities. At the extreme are those issues em- 
bodied in the Constitution. These are the principles that are so 
important that we are willing to make minimal concessions to 
expediency. Something like essential consensus ‘was achieved 

initially in accepting them, and we require something like essen- 
tial ‘consensus for a change in them. | 

The self-denying ordinance to refrain from majority rule on 
certain kinds of issues that is embodied in our Constitution and 
in similar written or unwritten constitutions elsewhere, and the 
о "ес ћс provisions in these constitutions or their equivalents pro- 
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E nimity about means. 
1 
SI. broad terms, what the areas are that cannot be handled through 

| B the market a: all, or cai; be handled only at so great a cost that 


I turn now to consider more specifically, though still in very 


the use of political channels may be preferable. 


GOVERNMENT AS RULE-MAKER AND UMPIRE 


Jt is important to distinguish the day-to-day — of — 
from the general customary and -—— yi lin w + 
these take place. The day-to-day activities are like t е мети 
the participants іп a рате when they аге playing it; the —— 
va like the rules of the game they play. ee e + owe 
game requires acceptance by the players both of the 5 es | 
the umpire to interpret and enforce them, so a доо n y ря 
quires that its members agree on the general conditions | hat wi 
govern relations among them, on some means of ar ii 
different interpretations of these conditions, and on snm dea 
for enforcing compliance with the generally vein m es 
in games, so also in.society, most of the d lari : e | 
unintended outcome of custom, accepted unthin] ing у. d 
we consider explicitly only minor modifications in them, t e 
the cumulative effect of a series of minor d may be 
a drastic alteration in the character of the game or of the Tr 
In both games and society also, no set of rules can ae А E 
most participants most of the time conform to ge he ‹ 
external sanctions; unless that 15, there is a broad un ying 
social consensus. But we cannot rely on custom or on this E 

sensus alone to interpret and to enforce the rules; we nee a 
umpire. These then are the basic roles of government in а fer 
society: to provide a means whereby we can mo ; А е М es, Р 
mediate differences among us on the meaning of t : : es, ки 

to enforce compliance with ^ са оп 7 part of those few 

herwise not play the game. f 

е x VETER in these respects arises — ab- 
solute freedom is impossible. However attractive anat y may 
be as a philosophy, it is not feasible in a world of imperfec еп. 
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Men's freedoms can conflict, and when they do, one man's free- 
dom must be limited to preserve another's — as a Supreme Court 
Justice once put it, " My freedom to move my fist must be limited 
by the proximity of your chin." ` 

The major problem in deciding the appropriate activities of 
government is how to resolve such conflicts among the freedoms 
of different individuals. In some cases, the answer is easy. There 
is little difficulty in attaining near unanimity to the proposition 
that one man's freedom to murder his neighbor must be sacri- 
ficed to preserve the freedom of the other man to live, In other 
cases, the answer is difficult. In the economic area, a major prob- 
lem arises in respect of the conflict between freedom to combine 
and freedom to compete, What meaning is to be attributed to 
"free" as modifying "enterprise" ? In the United States, "free" 
has been understood to mean that anyone is free to set up 
an enterprise, which means that existing enterprises are not 
free to keep out competitors except by selling a better product 


at the same price or the same product at a lower price. In the con- 


tinental tradition, on the other hànd, the meaning has generally 
been that enterprises are free to do what they want, including 
the fixing of prices, division of markets, and the adoption of 
other techniques to keep out potential competitors. Perhaps 
the most difficult specific problem in this area arises with 
respect to combinations among laborers, where the problem of 
freedom to combine and freedom to compete is particularly 
acute, 

А. still more basic economic area in which the answer is both 
difficult and important is the definition of property rights. Тће 
notion of property, as it has developed over centuries and as it 
is embodied in our legal codes, has become so much a part of us 
that we tend to take it for granted, and fail to recognize the ex- 
tent to which just what constitutes property and what rights the 
ownership of property confers are complex social creations ra- 
ther than self-evident propositions. Does my having title to land, 
for example, and my freedom to use my property as I wish, per- 
mit me to deny to someone else the right to fly over my land in 
his airplane? Or does his right to use his airplane take preced- 
ence? Or does this depend on how high he flies? Or how much 
noise he makes? Does voluntary exchange require that he pay 
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me for the privilege of flying over my land? Or that I must pay 
him to refrain from flying over it? The mere mention of royal- 


. ties, copyrights, patents; shares of stock in corporations; riparian 


rights, and the like, may perhaps emphasize the role of generally 
accepted social rules in the very definition of property. It may 
suggest also that, in many cases, the existence of a well specified 
and generally accepted definition of property is far more im- 
portant than just what the definition is. 

Another economic area that raises particularly difficult prob- 
lems is the monetary system, Government responsibility for the 
monetary system has long been recognized. It is explicitly pro- 
vided for in the constitutional: provision which gives Congress 
the power "to coin money, regulaté the value thereof, and of 
foreign coin." There is probably no other area of economic activ- 
ity with respect to which government action has been so uni- 
formly accepted. This habitual and by now almost unthinking 
acceptance of governmental responsibility makes thorough un- 
derstanding of the grounds for such responsibility all the more 
necessary, since it enhances the danger that the scope of govern- 
ment will spread from activities that are, to those that are not, 
appropriate in a free society, from providing a monetary frame- 
work to determining the allocation of resources among individ- 
uals. We shall discuss this problem in detail in chapter iii. 

In summary, the organization of economic activity through 
voluntary exchange presumes that we have provided, through 
government, for the maintenance of law and order to prevent 
coercion of one individual by another, the enforcement of con- 
tracts voluntarily entered into, the definition of the meaning of 
property rights, the interpretation and enforcement of such 
rights, and the provision of a monetary framework. 


ACTION THROUGH GOVERNMENT ON GROUNDS OF 
TECHNICAL MONOPOLY AND NEIGHBORHOOD EFFECTS 


The role of government just considered is to do something that 
the market cannot do for itself, namely, to detesmine, arbitrate, 
and enforce the rules of the game. We may also want to do 
through government some things that might conceivably be 
done through the market but that technical or similar conditions 
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render it difficult to do in that way. These all reduce to cases in 
which strictly voluntary exchange is either exceedingly costly 
or practically impossible. There are two general classes of such 
cases: monopoly and similar market imperfections, and neigh- 
borhood effects. 

Exchange is truly voluntary only when nearly equivalent al- 
ternatives exist. Monopoly irhplies the absence of alternatives and 
thereby inhibits effective freedom of exchange. In practice, 
monopoly frequently, if not generally, arises from government 


support or from collusive agreements among individuals. With: 


respect to these, the problem is either to avoid governmental fos- 
tering of monopoly or to stimulate the effective enforcement of 
rules such as those embodied in our anti-trust laws, However, 
monopoly may also arise because it is technically efficient to have 
a single producer or enterprise. I venturé to suggest that such 
cases are more limited than is supposed but they unquestionably 
do arise. А simple example is perhaps the ptovisiori of telephone 
services within a community. I shall refer to such cases as “tech- 
nical” monopoly. | 
When technical conditions make a топброју the natural out- 
come of competitive market forces, there are only three alterna- 
tives that seem available: private monopoly, public monopoly, or 
public regulation. All three are bad so we must choose among 
evils. Henry Simons, observing public regulation of monopoly 
in the United States, found the results so distasteful that he con- 
cluded public monopoly would be a lesser evil. Walter Eucken, 
a noted German liberal, observing public monopoly in German 
railroads, found the results so distasteful that he concluded 
pustie regulation would be a lesser evil. Having learned from 
oth, I reluctantly conclude that, if tolerable, private monopoly 
may be the least of the evils, 
ЈЕ society were static so that the conditions which give rise to 
a technical monopoly were sure to remain, I would have little 
confidence in this solution. In a rapidly changing society, how- 
ever, the conditions making for technical monopoly frequently 
change and I om три that both public regulation and public 


. monopoly are likely to be less responsive to such changes in con- 


ditions, to be less readily capable of elimination, than private 
^onopoly. | 
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Railroads in the United States аге an excellent example. А 
large degree of monopoly in railroads was perhaps inevitable on 
technical grounds in the nineteenth century. This was the justi- 
fication for the Interstate Commerce Commission. But condi- 
tions have changed. The emergence of road and air transport 
has reduced the monopoly element in railroads to negligible 
proportions. Yet we have not eliminated the ICC, On the con- 
trary, the ICC, which started out as an agency to protect the 
public from exploitation by the railroads, has become an agency 
to protect railroads from competition by trucks and other means 
of transport, and more recently even to protect existing truck 
companies from competition by new entrants, Similarly, in Епр- 
land, when the railroads were nationalized, trucking was at first 


brought into the state monopoly. If railroads had never been | 


subjected to regulation in the United States, it is nearly certain 
that by now transportation, including railroads, would be a 
highly competitive industry with little or no remaining monop- 
oly elements. ! 

The choice between the evils of private monopoly, public mo- 
nopoly, and public regulation cannot, however, be made once 
and for all, independently of the factual circumstances. ЈЕ the 
technical monopoly is of a service or commodity that is regarded 
as essential and if its monopoly power is sizable, even the short- 


run effects of private unregulated monopoly may not Бе toler- 


able, and either public regulation or ownership may be a 
lesser evil. 

Technical monopoly.may on occasion justify a de facto public 
monopoly. It cannot by itself justify a public monopoly achieved 
by making it illegal for anyone else to compete. For example, 
there is no way to justify our present public monopoly of the 
post office. It may be argued that the carrying of mail is a tech- 
nical monopoly and that a government monopoly is the least of 
evils. Along these lines, one could perhaps justify a government 
post office bs not the present law, which makes it illegal for 
anybody else to carry mail. If the delivery of mail is a technical 
monopoly, no one will be able to suceed in competition with the 
government. If it is not, there is no reason why the government 
should be engaged in it. 'The only way to find out is to leave 
other people free to enter. 
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The historical reason why we have a post office monopoly is 
because the Pony Express did such a good job of carrying the 
mail across the continent that, when the government introduced 
transcontinental service, it couldn't compete effectively and lost 
money. The result was a law making it illegal for anybody else to 
carry the mail, 'That is why the Adams Express Company is an 
investment trust today instead of an operating company. I con- 
jecture that if entry into the mail-carrying business were open 
to all, there would be a large number of firms entering it and 
this archaic industry would become revolutionized in short 
order. ' 

A second general class of cases in which strictly voluntary ex- 
change is impossible arises when actions of individuals have 
effects on other individuals for which it is not feasible to charge 
or recompense them. This is the problem of "neighborhood 
effects", An obvious example is the pollution of a stream. The 
man who pollutes a stream is in effect forcing others to exchange 
good water for bad. These others might be willing to make the 
exchange at a price. But it is not feasible for them, acting indi- 
vidually, to avoid the exchange or to enforce appropriate com- 
pensation. 5 E 

А. less obvious example is the provision of highways. In this 
case, it is technically possible to identify and hence charge indi- 


viduals for their use of the roads and so to have private opera- . 


tion. However, for general access roads, involving many points 
of entry and exit, the costs of collection would be extremely high 
if a charge were to be made for the specific services received by 
each individual, because of the necessity of establishing toll 
booths or the equivalent at all entrances. The gasoline tax is a 
much cheaper method of charging individuals roughly in pro- 
portion to their use of the roads. This method, however, is one in 
which the particular payment cannot be identified closely with 
the particular use. Hence, it is hardly feasible to have private en- 
terprise provide the service and collect the charge without estab- 
lishing ‘extensive private monopoly. м=р 

These considerations do not apply to long-distance turnpikes 
with high density of traffic and limited access. For these, the 
costs of collection are small and in many cases are now being 
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paid, and there are often numerous alternatives, so that there is 
no serious monopoly problem. Hence, there is every reason why 
these should be privately owned and operated. If so owned and 
operated, the enterprise running the highway should receive 
the gasoline taxes paid on account of travel on it. ; 
Parks are an interesting example because they illustrate the 
difference between cases that can and cases that cannot be justi- 
fied by neighborhood effects, and because almost everyone at 
first sight regards the conduct of National Parks as obviously a 
valid function of government. In fact, however, neighborhood 
effects may justify a city park; they do not justify a national 
park, like Yellowstone National Park or the Grand Canyon. 
What is the fundamental difference between the two? For the 
city park, it is extremely difficult to identify the people who 
benefit from it and to charge them for the benefits which they 
receive. If there is a park in the middle of the city, the houses on 
all sides get the benefit of the open space, and people who walk 
through it or by it also benefit. То maintain toll collectors at the 
gates or to impose annual charges per window overlooking the 
park would be very expensive and difficult. The entrances to a 
national park like Yellowstone, on the other hand, are few; most 
of the people who come stay for a considerable period of time 
and it 1s perfectly feasible to set up toll gates and collect admis- 
sion charges. This is indeed now done, though the charges do 
not cover the whole costs. If the public wants this kind of an 
activity enough to pay for it, private enterprises will have every 
incentive to provide such parks. And, of course, there are many 
private enterprises of this nature now in existence. I cannot my- 
self conjure up any neighborhood effects or important monopoly 
effects that would justify governmental activity in this area. 
Considerations like those I have treated under the heading of 
neighborhood effects have been used to rationalize almost every 
conceivable intervention. In many instances, however, this ra- 
tionalization is special pleading rather than a legitimate applica- 
tion of the concept of neighborhood effects. Neighborhood 
effects cut both ways. 'They can be a reason fon limiting the ac- 
tivities of government as well as for expanding them. Neighbor- 
hood effects impede voluntary exchange because it is difficult 
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to identify the effects on third parties and to measure their mag. 
nitude; but this difficulty is present in governmental activity a 
well. It is hard to know when neighborhood effects are suffi- 
ciently large to justify particular costs in overcoming them and 
even harder to distribute the costs in an appropriate fashion. 
Consequently, when government engages in activities to over- 
come neighborhood effects, it will in part introduce an ад- 
ditional set of neighborhood effet: by failing to charge or to 
compensate individuals properly. Whether the primal or the 
new neighborhood effects are the more serious can only be 
judged by the facts of the individual casé, and even then, only 
very approximately. Furthermore, the use of government to 
overcome neighborhood effects itself has ап extremely impor- 
tant neighborhood effect which is unrelated to the particular 
occasion for government action. Every act of government inter- 
vention limits the area of individual freedom directly and 
threatens the preservation of freedom indirectly for reasons elab- 
orated in the first chapter. | 

Our principles offer no hard and fast line how far it is appro- 
priate to use government to accomplish jointly what it is diffi- 
cult or impossible for us to accomplish separately through strictly 


voluntary exchange. In any particular case of proposed interven- 


tion, we must make up a balance sheet, listing separately the 
advantages and disadvantages. Our principles tell us what items 
to put on the one side and what items on the other and they give 
us some basis for attaching importance to the different items. 
In particular, we shall always want to enter on the liability side 
of any proposed government intervention, its neighborhood ef. 
fect in threatening freedom, and give this effect considerable 
weight. Just how much weight to give to it, as to other items, 
depends upon the circumstances. ЈЕ, for example, existing gov- 
ernment intervention is minor, we shall attach a smaller weight 
to the negative effects of additional government intervention. 
This is an important reason why many earlier liberals, like 
Henry Simons, writing at a time when government was small 
by today's standards, were willing to have government under- 
take activities that today's liberals would not accept now that 
government has become so overgrown. 


i 
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ACTION THROUGH GOVERNMENT 
ON PATERNALISTIC GROUNDS 


Freedom is a tenable objective only for responsible individuals, 
We do not believe in freedom for madmen or children. The 
necessity of drawing a line between responsible individuals and 
others is inescapable, yet it means that there is an essential ambi. 
guity in our ultimate objective of freedom. Paternalism is ines. 
capable for those whom we designate as not responsible. 

The clearest case, perhaps, is that of madmen. We аге willing 
neither to permit them freedom nor to shoot them. It would 
be nice if we could rely on voluntary activities of individuals to 
house and care for the madmen. But I think ^ "annot rule out 
the possibility that such charitable activities iil be inadequate, 
if only because of the neighborhood effect involved in the fact 
that I benefit if another man contributes to the саге of the insane, 
For this reason, we may be willing to arrange for their care 
through government. 

Children offer a more difficult case. The ultimate operative 
unit in our society is the family, not the individual. Yet the 
acceptance of the family as the unit rests in considerable part 
on expediency rather than principle. We believe that parents are 
generally best able to protect their children and to provide for 


their development into responsible individuals for whom free _ 


dom is appropriate. But we do not believe in the freedom of 
parents to do what they will with other people. The children are 
responsible individuals in embryo, and a believer in freedom be- 
lieves in protecting their ultimate rights. 

To put this in a different and what may seem a more callous 
way, children are at one and the same time consumer goods and 
potentially responsible members of society. The freedom of in- 
dividuals to use their economic resources as they want includes 
the freedom to use them to have children — to buy, as it were, 
the services of children as a particular form of consumption. Dut 
once this choice is exercised, the children have a value in and of 
themselves and have a freedom of their own that is not simply 
an extension of the freedom of the parents. 

The paternalistic ground for governmental activity is in many 
ways the most troublesome to a liberal; for it involves the accept- 
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ance of a principle —that some shall decide for others — which 
he finds objectionable in most applications and which he rightly 
regards as a hallmark of his chief intellectual opponents, the 
proponents of collectivism in one or another of its guises, 
whether it be communism, socialism, or a welfare state. Yet there 
is no use pretending that problems are simpler than in fact they 
аге, There is no avoiding the need for some measure of paternal- 
ism. As Dicey wrote in 1914 about an act for the protection of 
mental defectives, "The Mental Deficiency Act is the first step 
along a path on which no sane man can decline to enter, but 
which, if too far pursued, will bring statesmen across difficulties 
hard to meet without considerable interference with individual 
liberty.” * There is no formula that can tell us where to stop. We 
must rely on our fallible judgment and, having reached а judg- 
ment, on our ability to persuade our fellow men that it is a cor- 
rect judgment, or their ability to persuade us to modify our 
views. We must put our faith, here as elsewhere, in a consensus 
reached by imperfect and biased men through free discussion 
and trial and error. 


CONCLUSION 


A government which maintained, law and order, defined 
property rights, served as a means whereby we could modi- 
fy property rights and other rules of the economic game, adjud- 
icated disputes about the interpretation of the rules, enforced 
contracts, promoted competition, provided a monetary frame- 
work, engaged in activities to counter technical monopolies and 
to overcome neighborhood effects widely regarded as sufficiently 
important to justify government intervention, and which sup- 
plemented private charity and the private family in protecting 
the irresponsible, whether madman or child — such a govern- 
ment would clearly have important functions to perform. The 
consistent liberal is not an anarchist. 

Yet it.is also true that such a government would have clearly 
limited functions and would refrain from a host of activities 
that are now undertaken by federal and state governments in 
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the United States, and their counterparts in other Western coun- 
tries, Succeeding chapters will deal in some detail with some of 
these activities, and a few have been discussed above, but it may 
help to give a sense of proportion about the role that a liberal 
would assign government simply to list, in closing this chapter, 
some activities currently undertaken by government in the U.S., 
that cannot, so far as I can see, validly be justified in terms of 
the principles outlined above: 


r, Parity price support programs for agriculture. 

2. Tariffs on imports or restrictions on exports, such as current 
oil import quotas, sugar quotas, etc. 

3. Governmental control of output, such as through the farm 
program, or through prorationing of oil as is done by the Texas 
Railroad Commission. 

4. Rent control, such as is still practiced in New York, or more 


general price and wage controls such as were imposed during . 


and just after World War IJ. | 

5. Legal minimum wage rates, ог legal maximum prices, such 
as the legal maximum of zero on the rate of interest'that can be 
paid on demand deposits by commercial banks, or the legally 
fixed maximum rates that can be paid on savings and time 
deposits. 

6. Detailed regulation of industries, such as the regulation of 
transportation by the Interstate Commerce Commission. This 
had some justification on technical monopoly grounds when 
initially introduced for railroads; it has none now for any means 
of transport. Another example is detailed regulation of banking. 

7. À similar example, but one which deserves special mention 
because of its implicit censorship and violation of free speech, is 
the control of radio and television by the Federal Communica. 


‘ tions Commission. 


8. Present social security programs, especially the old-age and 
retirement programs compelling people in effect (а) to spend a 
specified fraction of their income on the purchase of retirement 
annuity, (5) to buy the annuity from a publicly operated enter- 
prise, | 

9. Licensure provisions in various cities and states which 
restrict particular enterprises or occupations or professions to 
people who have a license, where the license is more than a 
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receipt for a tax which anyone who wishes to enter the activity 
may pay. 

10. So-called “public-housing” and the host of other subsidy 
programs directed at fostering residential construction such as 
F.H.A. and V.A. guarantee of mortgage, and the like. 

тт. Conscription to man the military services in peacetime. 
The appropriate free market arrangement is volunteer military 
forces ; which is to say, hiring men to serve. There is no justifica- 
tion for not paying whatever price is necessary to attract the 
required number of men. Present arrangements are inequitable 
and arbitrary, seriously interfere with the freedom of young men 
to shape their lives, and probably are even more costly than the 
market alternative. (Universal! military training to provide а 
reserve for war time is a different problem and may be justified 
on liberal grounds.) | 

12. National parks, as noted above. | 

13. The legal prohibition on the carrying of mail for profit. 

14. Publicly owned and operated toll roads, as noted above. 


This list is far from comprehensive. | 
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State and market 


People are quick to assume that “market failure" justifies 
action by the government. This final brief in our series on 


(they never do) but because the alternative 15 usually worse 


А to the central 
deduction of economic the- 
Огу, under certain conditions 
markets allocate resources effi- 
ciently. “Efficiency” has a special 


meaning in this context. The the-. 


Огу says that markets will pro- 
duce an outcome: such that, 
given the economy's scarce ге- 
Sources, it is impossible to make 
anybody better-off without mak- 
ing somebody else worse-off. 

Economic theory, in other 
words, offers a proof of Adam 
Smith's big idea In a market 
economy, if certain conditions 
are met, an invisible hand guides 
countless apparently unco- 
ordinated individuals to a result 
that is, in one plausible sense, the 
best that can be done. 

In rich countries, markets are 
‚ too familiar to attract attention. 
Yet a certain awe is appropriate. 
When Soviet planners visited a 
vegetable market in London dur- 
ing the early days of perestroika, 
they were impressed to find no 
queues, shortages, or mountains 
ofspoiled and unwanted vegeta- 
bles. They took their hosts aside 
and said: "We understand, you 
have to say it's all done by supply 
and demand. But can't you tell us 
what's really going on? Where are 
your planners, and what are 
their methods?” 

The essence of the market 
mechanism is indeed captured 
by the supply-and-demand dia- 
gram shown in chart 1. The sup- 
ply curve measures the cost to 
sellers, at any level of output, of 
selling one more unit of their 
good. As output grows, the law of 
diminishing returns forces this 
extra (or marginal) cost higher, so 
the supply curve slopes upwards. 
In the same way, the demand 
curve measures the benefit to 
consumers of consuming one 
more unit. As consumption 
grows, the benefit from extra 
consumption falls, so the de 
mand curve slopes downwards. 

At the place where the curves 
CrOSS, a price is set such that de- 
mand equals supply. There, and 


only there, the benefit from con- 
suming one more unit exactly 
matches the cost of producing it. 
If output were less, the benefit 

m consuming more would ex- 
ceed the cost of producing it. If 
output were higher, the cost of 
producing the extra units would 
exceed the extra benefits. So the 
point where supply equals de- 
mand is "efficient". 

The shaded area in chart 2 
shows the "surplus" created by 
the market. The upper part is the 
consumers' surplus: the benefit 
from consumption (ie, the total 
area under the demand curve) 
less what consumers have to pay 
for it. In the same way, the lower 
part measures the producers' sur- 
plus: revenues received, less the 
cost of production (the area un- 
der the supply curve). 

This gain in welfare is at its 
greatest if consumption and pro- 
duction happen where the lines 
cross. ТЕ for some reason, con- 
sumption and production are 
less than that, the surplus is 
smaller and the economy suffers 


The price of failure 


Dernand zi. 
marginal benefit — 
to buyers Е 


what economists call а dead- 
weight loss, as shown in chart 3. 

If production and consump- 
tion are more than the efficient 
amount, the same is true. Produc- 
ers surplus is smaller because 
the extra output has cost more to 
make than it brings in revenues; 
consumers surplus is reduced 
because the extra consumption 
has cost buyers more than the 
benefits it brings. Again, as 
shown in chart 4, the economy 
suffers a deadweight loss. 


Fine on paper 

However, the conditions for 
market efficiency are extremely 
demanding—far too demanding 
ever to be met in the real world. 
The theory requires “perfect 
competition”: there must be 
many buyers and sellers; goods 
from competing suppliers must 
be indistinguishable; buyers and 
sellers must be fully informed; 
and markets must be complete— 
that is, there must be markets not 
just for bread here and now, but 


for bread in any state of the 


world. (What is the price today 
for a loaf to be delivered in Tim- 
buktu on the second Tuesday in 
December 2014 if it rains?) 

In other words, market fail- 
ure is pervasive. It comes in four 
main varieties: 

* Monopoly. By reducing his 
sales, a monopolist can drive up 
the price of his good. His sales 
will fall but his profits will rise. 
Consumption and production 
are less than the efficient 
amount, causing a deadweight 
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loss in welfare. 

* Public goods. Some goods can- 
not be supplied by markets. If 
you refuse to pay for a new coat, 
the seller will refuse to supply 
you. If you refuse to pay for na- 


tional defence, the “good” can- ` 


not easily be withheld. You 
might be tempted to let others 
pay. The same reasoning applies 
to other “non-excludable” goods 
such as law and order, clean air, 
and so on. Since private sellers 
cannot expect to recover the costs 
of producing such goods, they 
will fail to supply them. 

° Externalities. Making some 
goods causes pollution: the cost 
is borne by people with no say in 
deciding how much to produce. 
Consuming some goods (educa- 
tion, anti-lock brakes) spreads 
benefits beyond the buyer; 
again, this will be ignored when 


‚ the market decides how much to ` 


produce. In the case of “good” 
externalities, markets will supply 
too little; in the case of “bads”, 
too much. 

° Information. In some Ways a 
special kind of externality, this 
deserves to be mentioned sepa- 
rately because of the emphasis 
placed upon it in recent eco- 
nomic theory. To see why in- 
formation matters, consider the 
market for used cars. А buyer, 
lacking reliable information, 
may see the price as providing 
clues about a cars condition. 
This puts sellers in a quandary: if 
they cut prices, they may only 
convince people that their cars 
are rubbish. 

The labour market, many 
economists believe, is another 
Such “market for lemons". This 
may help to explain why it is so 
difficult for the unemployed to 
price themselves into work. 


How harmful? 

When markets fail, there is a case 
for intervention. But two ques- 
tions need to be answered first. 
How much does market failure 
matter in practice? And can gov- 
emments put the failure right? 
The rest of this article deals with 
the first question. For a brief re- 
sponse to the second, see the box 
on the next page. 

Markets often correct their 
own failures. In other cases, an 
apparent failure does nobody 
any harm. In general, market fail- 
ure matters less in practice than 
is often supposed. 

Monopoly, for instance, may 
seem to preclude an efficient 
market. This is wrong. The mere 
fact of monopoly does not estab- 
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lish that any economic harm is 
being done. Ifa monopoly is pro- 
tected from would-be competi- 
tors by high barriers to entry, it 
can raise its prices and earn ex- 
cessive profits. If that happens, 
the monopoly is undeniably 
harmful. But if barriers to entry 
are low, lack of actual (as op- 
posed to potential) competitors 
does not prove that the monop- 
oly is damaging: the threat of 


. competition may be enough to 


rnake it behave as though it were 
a competitive firm. 

That is why economists are 
no longer so interested. in con- 
centration ratios (the output of 
an industrys biggest firm or 
firms as a proportion of the in- 
dustrys total output) Judging 
whether markets are "contest- 


` able"—thatis, whether barriers to 


entry are high—is thought to be 
more important. 

Many economists would ac- 
ceptthat Microsoft, for instance, 
is a near-monopolist in some 
parts of the personal-computer 
software business—yet would ar- 
gue that the firm is doing no 
harm to consumers because its 
markets remain highly contest- 
able. Because of that persistent 
threat of competition, the com- 
pany prices its products keenly. 
In this and in other ways it be- 
haves as though it were a smaller 
firm in a competitive market. 

Suppose, on the other hand, 
that a "natural monopoly" (a 
firm not subject to the law of 
diminishing returns, whose 
costs fall indefinitely as it in- 
creases its output) is successfully 
collecting excessive profits. Then 
would-be competitors would 
spare no effort to make the mar- 
ket contestable, through innova- 
tion or by other means. 

Telecorr munications was 
once соп. сте a natural mo- 
nopoly. Today, thanks to new 
technology and deregulation, it 
is an intensely competitive busi- 
ness—and in many countries 
would be more so if not for re- 
maining government restric- 
tions. Economists used to see 
natural monopolies wherever 
they looked. Now, thanks mainly 
to innovation—inspired chiefly 
by the private pursuit of profit— 
these beasts are sighted much 
less often. 

Economists have also 
changed their thinking on pub- 
lic goods. Almost all economists 
accept that there are such things: 
national defence and law and or- 
der remain the most straightfor- 
ward examples. But it was once 
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taken for granted that many 
other products also qualify (if 


- not by being pure public goods, 


at least by having some of the rel- 
evant characteristics) This is no 
longer so. 

The classical example of a 
public good is a lighthouse. 15 
services are both non-excludable 
and "non-rivalrous in consump- 
tion", meaning that extra ships 
can consume its output without 
the existing users having to con- 
sume less. This implies that light- 
houses are a pure public good: 
only the state can provide them. 
Such a neat example, cited by 
economists from John Stuart 
Mill to Paul Samuelson—yet it is 
at odds with the facts. 

As Ronald Coase pointed out 
in a celebrated paper, from the 
17th century many of Britain's 
lighthouses were р.:заќеју built 
and run. Payment * cover costs 
(and provide a pr: :*) was ex- 
tracted through fee lected in 
local ports. The “mment’s 
role was confinec . .uthorising 
this collection, ехасиу as a mod- 
ern government might provide 
for a private road-builder to col- 
lect a toll. 

On the face of it, television 
broadcasting is another pure 
public good—again, both non- 
excludable and non-rivalrous in 
consumption. Now, thanks to 


technology, it is straightfor- 


x Imperfect government 


wardly  excludable: satellite 
broadcasters collect a subscrip- 
tion, and in return provide a 
card that unscrambles their sig- 
nal With cable and pay-per- 
view, excludability works with 
even finer discrimination. And 
these market-strengthening in- 
novations were not necessary for 
privately provided television to. 
succeed, despite its public-good 
appearance. Non-excludable 
television was and is financed 
through advertising (another 
kind of innovation). 


Fable of the bees 


The same Ronald Coase who at- 
tacked the lighthouse myth is 
better known (and won a Nobel 
prize) for his work on external- 
ities—the third species of market 
failure discussed earlier. He ar- 
gued that, so long as property 


rights are clearly established, 


externalities will not cause an in- 
efficient allocation of resources. 
In fact, few economists would 
agree: in many cases, unavoid- 
ably high costs will «event the 
necessary transaction: :rom tak- 
ing place. Even so, Mr Coase’s in- 
sight was fruitful. Markets find 
ways to take account of external- 
ities—ways © “internalise” 
them, as economists say—more 
often than you might tink. 

Bees are to externalities as 
lighthouses are to public goods. 





| T= case for intervention in response to market failure re- | 

quires not only that the failure is damaging but also that gov- | 

ernments can do something about it. Just as the dangers оЁтпат- | 
ket failure are often exaggerated, so too are the skills of 


government. Intervention must overcome three formidable dif- 
ficulties: the tendency of regulated firms to “capture” their regu- 


lators, weak incentives for efficiency within the public sector, 
and missing information (where markets lack it, governments 


are likely to lack it as well). 


The regulation of monopolies is a telling example of capture. 
Most monopolies or near-monopolies are supported rather 
than curbed by regulation. For instance, the licensed profes- 
sions—doctors, lawyers and so on—are among the world’s best- 
defended monopolies. Rather than merely certifying the skills of 
people in such occupations, most governments make it illegal 
for unlicensed sellers to practise. The resulting monopoly is typi- 
cally run by the licence-holders themselves. 

In industry, too, regulation that begins as an attempt to con- 
trol a monopoly often ends up defending it. America’s Interstate 
Commerce Commission began as an agency to regulate rail- 
ways, which arguably had monopoly power. In due course it ex- 
tended its reach to trucking—partly to help the railways survive. 
In much of Europe, regulation of telecommunications has lately 
changed in the same way: from controlling to protecting. 

The record of intervention is poor. Sometimes there is no 
choice, but history suggests that the burden of proof should lie = 
with those who would extend the government's role. 





SCHOOLS BRIEF 


For years they served as a favour- 
Ite textbook example. Bee-keep- 
ers are not rewarded for the pol- 
lination services they provide to 
nearby plant-growers, so they 
and their bees must be inef- 
ficiently few in number. Again, 
however, the world proved 
cleverer than the textbooks. Ste- 
ven Cheung studied the apnle- 
growers of Washington state i 
discovered a long history of cun- 
tracts between growers and bee- 
keepers. The supposed market 
failure had been effectively—and 
privately—dealt with. 

As for lack of information, 
the final main source of market 
failure discussed earlier, here too 
economists have discovered all 
manner of private remedies. Re- 
call the used-car example. An 
easy way round the difficulty is 
to buy from a seller with a good 
reputation (one worth protect- 
ing) or who offers guarantees. In 
ways such as this, the informa- 
tion gap can often be filled, al- 
beit at a cost, and sometimes 
only partially. 

More broadly, the new think- 
ing on information in econom- 
ics sees the institutions of cap- 
italism largely as attempts to 
solve this very problem. The fact 
that firms, banks and other insti- 
tutions exist, and are organised 
as they are, reflects society's ef 
forts to make best use of scarce 
information. 

Even on economic grounds 
(never mind other consider- 
ations) there is no tidy answer to 
the question ofwhere the bound- 
ary between state and market 
should lie. Markets do fail—be- 
cause of monopoly, public 
goods, externalities, lack of in- 
formation 2nd for other reasons. 
But, more tnan critics allow, mar- 
kets find ways to mitigate the 
harm—and that is а task at which 
governments have often been 
Strikingly unsuccessful. 

All in all, a strong presump- 
tion in favour of markets seems 
wise. This is not because classical 
economic theory says so, but be- 
cause experience seems to agree. 
| 
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A BRIEF NOTE ON EQUITY AND EFFICIENCY 
by Professor Dennis Yao 


The underlying rationale for using the market to allocate resources in the 
economy is based on the relative efficiency of the market mechanism when compared 
to centrally planned systems. Well-functioning markets are Pareto-efficient, meaning 
that the market transactions weakly improve each party's welfare. Because market 
transactions are voluntary, one will never be forced to give up something in return for 
something that is valued less. Unfortunately, such a system is heavily biased to the 
status quo. All may become richer, but starting point relative inequalities across the 
populace are likely to remain. 


One function of government that relies on a market economy is to mitigate 
market failures. Addressing market failures does not, however, address income and 
wealth inequalities. Thus, another potential function of government is to redistribute 
wealth. | | 


The decision of how much wealth to redistribute nonvoluntarily is for the most 
part a social, that is to say political decision. Society through the political system 
decides what amount of redistribution should occur and this decision may be hotly 
contested. 


Unlike a voluntary market transaction, such actions involve winners and losers. 
For example, a progressive tax system redistributes income from the rich to the poor, 
while the U.S. social security system redistributes income from the young to the old. 
Governmental action with respect to individual industries or firms have distributional 
consequences as well. Tariffs on imported textiles may (in the short run at least) save 
jobs among North Carolina textile workers, but cause the general U.S. population to 
pay higher prices for clothes. 


In addition, the process of redistribution has its inefficiencies. There are costs to 
running the system and there may be costs to changing economic incentives of both the 
givers and receivers of the transfers. Thus, in all likelihood there will be a societal 


tradeoff between equity (fairness as captured by distributional concerns) and efficiency. 


Society might prefer to sacrifice some efficiency to achieve some redistribution." 
Further, because distributional consequences commonly affect some group 
disproportionately, that group would have a relatively greater incentive to organize 
politically to support (resist) the governmental action in question. Awareness of the 
centrality of distributional issues is key to understanding, predicting, and influencing 
political outcomes. 


! Arthur Okun describes this decision in terms of a leaky bucket. A (government-issue?) bucket is used to transfer 
water from one group to another, but some of it leaks out during the transfer. 
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Chemical production to the poor world, yet last year they failed to 


Holed up 


T HE Montreal Protocol was once consid- 
ered a triumph of green policy-making. 
Now, rather like the ozone layer it was 
meant to protect, it has developed some 
worrying holes. The protocol's signatories 
agreed to phase out production of such 
ozone-depleting chemicals as chlorofluoro- 
carbons (CFCs). World crc production has 
indeed fallen by around 60% between 1986 
and 1993 (see chart). But as representatives 
from over 100 governments met this week in 
Vienna, they faced evidence that this pro- 
gress is being undermined by crc smug- 
 gling in rich countries and by fast-growing 
production in the developing world. 

In rich countries, CFCs have been almost 
eradicated in products, such as aerosols, 
where alternatives are cheap and readily 
available. But crcs used in fridges and air 
conditioners have proved harder to replace. 
This is not for want of trying: America's Du 
Pont and Britain's ІСІ, once the world's big- 
gest CFC producers, have invested around 
$500m and £250m ($380m) respectively in 
developing alternatives, particularly in the 


form of HFCs—ozone-friendly chemicals for . 


fridges and air conditioners. 
Demand for such alternatives has risen, 
but much more slowly than the firms ex- 


pected. That is partly because environmen- . 


talists have campaigned against ће СЕС re- 
placements, too: although HFCs are ozone- 
friendly, they may contribute to global 
warming. Апа in Vienna, under pressure 
from greens, countries considered speeding 
up a ban on another alternative, confus- 
ingly known as HCFCs, which also attack 
ozone (albeit less so than CFCS). To preserve 
their green credentials, many makers and 
large users of fridges have spurned the new 
replacements, preferring to use old-fash- 
ioned chemicals such as ammonia—which, 


= Global production of CFCs 
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although liable to explode, does not harm 
the ozone layer. Others bought up stocks of 
CFCs, ahead of their banning. 

The second, and bigger, problem for Du 
Pont and тст is smuggling. Chemical firms 


‚ reckon that up to 20% of all СЕСЕ in current 


use have been bought on the black market— 
and a higher proportion of those used in 
fridges. In America, where the ban on CFCS 
comes into force in 1996, hefty taxes on legal 
CFCs mean that illegal imports can generate 
huge profits. Officials in Miami reckon that 
CFCS are the port’s second most profitable 
contraband after 

In the European Union, where the ban 
began this year, smugglers exploit a loop- 
hole allowing the import of recycled СЕС5. 
Many appear to come from Russia. Smug- 
glers are said to buy virgin crcs there, bribe 
officials to certify the material as recycled 
and squirt in oil to give it a recycled look. At 
the Vienna meeting, Russia said it would 
not meet its 1996 deadline for banning 
CFCS. Chemical firms want governments to 
clamp down harder on smugglers. “We, 
more than anyone else, want CFCs dead and 
gone,” says Mike Harris of ICI. 

In developing countries, meanwhile, 
CFC production is surging, though from a 
low base: it rose by 87% between 1986 and 
1993, while exports of СЕС5 from these coun- 
tries rose 17-fold over the same period, ac- 
cording to calculations by the United Na- 
tions. This is partly a result of economic 
growth—unsurprisingly, consumers in hot, 
developing countries are especially keen on 
fridges and air conditioners. Indian firms 
have recently been selling СЕС to the Mid- 
dle East; China has found new customers 
around Asia. Chinese and Indian crcs 
have also turned up as illegal imports in Eu- 
rope and America. 

Developing countries say they will not 
ban crcs until around 2010—though the 
precise date was being discussed in Vienna. 
The sticking point is money. Under the con- 
vention, rich countries promised to pay for 
the transfer of ozone-friendly technologies 


pay $26m ofthe $149m they had pledged. 
Nevertheless, the Montreal protocol is 
far from defunct. The dramatic rise in СЕС 
production in developing countries has so 
far been more than offset by a decline in the 
rich world. Sooner or later Crc users in rich 
countries will use up their stockpiles. But 
banning a substance that consumers &nd 
useful is rarely a simple measure to enforce. 
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ENVIRONMENT 


LOOPHOLE IN - 
THE OZONE РАСТ 


СЕО production is actually 

rising in the Third World 
decade ago, 110 nations signed a 
historic agreement to phase out the 
production of chemicals that were 


eating away at the earth’s protective 
ozone layer. The 1987 Montreal Protocol 





was heralded as a model of how indus- . 


trialized and developing nations could 
work together to solve environmental 
problems. 

This September, delegates to the 10th 
anniversary meeting of the parties to 
the Montreal Protocol learned how bad- 
ly their plan has stalled. Some develop- 
ing nations have actually increased their 
production of ozone-destroying chloro- 
fluorocarbons (CFCs), and according to 
a study by the German government, 
consumption of ozone-depleting chemi- 
eals is declining at a slower rate than 
had been predicted three years ago. The 
ozone hole over Antarctica last year, 
which was the area of Europe, set a 
record for size and duration, meteorolo- 
gists say. Yet industrialized nations are 
bickering over proposals to speed up 
the phaseout of ozone-depleting chemi- 
cals methyl bromide and hydrochloro- 

fluorocarbons (HCFC). 
’ To environmentalists, these develop- 
ments are a sign of trouble ahead when 
environmental ministers gather in Kyoto 
in December to take on the far tougher 
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problem of global warming. The agenda 
includes laying out a treaty to reduce 
greenhouse-gas emissions from coal, oil, 
and other fossil fuels. Even now, the 


U.S. is balking at specific targets, and 


developing nations, which scientists pre- 
dict will produce more greenhouse gas- 
es than industrialized nations by 2010, 
have so far refused any limits. 

Unlike the controversy about global 
warming, there’s no question about the 
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| threat that the damaged ozone layer 


. poses. Science clearly proves that CFCS, 


used as eoolants in refrigerators and air 
conditioners, eat away at ozone, an at- 
mospherie gas that blocks ultraviolet 
гауз that can cause skin cancer. Once 


the findings became clear, chemical com- ! 


panies eame up with replacement chem- 
icals faster than required, and the U. S. 
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and the European Union stopped al- 


most all CFC production by last January, 
as mandated by the Montreal Protocol. 


“SLUGGISHNESS.” But the protocol gave i 
developing nations until 2010 to phase | 


out CFCs—a tactic that several nations 


і 
П 


have said they will also propose for | 


global warming. Some nations, however, 
have used the Montreal Protocol grace 
period to pump up production while 
they can. China, for example, raised its 


annual CFC output from 12,300 metric | 
tons in 1986 to 60,000 last year. Earlier | 


this year, China announced it would be 


unable to meet a 1999 deadline to halt | 
production increases, claiming it needs .| 


time and money to find replacements. 


Environmentalists who were once op- | 
timistic about solving the ozone problem | 


are now worried. ^There is more reason 


to act on limiting ozone-destroying | 
chemicals now than ever, but there is a | 
sense of sluggishness about doing any- | 
| thing further," says John Passacantando, 
director of the Washington-based envi- | 


ronmental group Ozone Action. “It def- 
initely bodes ill for Kyoto." And the 
world. 

By Catherine Arnst т New York 
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CHAPTER 8 


The Policy Window, 
and Joining the Streams 


When you lobby for something, what you have to do is put. 
together your coalilion, you have lo gear up, you have to де! 7 
your political forces in line, and then you sit there and wait 
for the fortuitous event. For example, реорја who were trying 
lo do something about regulation of railroads tried to ride the 
environment for a while, but that wave didn't wash them in to 
shore. Sò they grabbed their surfboards and they tried to ride 
something else, but that didn't do the Job. The Penn Central 
collapse was the big wave that brought them in. As I see It, 
people who are trying to advocate change are like surfers — 
waiting for the big wave. You get out there, you have to be 
ready lo go, you have to be ready to paddle. If you're not 
ready to paddle when the big wave comes along, you're not 
going to ride it in, ; 


— Ап analyst for an Interest group 


The policy window is ап opportunity for advocates of proposals to push their 
pct solutions, or to push attention to their special problems. Indecd, as the 
quotation above illustrates, advocates lie in wait in and around government 
with their solutions at hand, waiting for problems to float by to which they 
can allach their solutions, waiting for a development in the political strcam 
they can use to their advantage. Sometimes, the window opens quite pre- 
dictably, ‘The scheduled renewal of a program, for instance, creates àn oppor- 
lunity for many participants to push their pet project or concern, At other 
times, it happens quite unpredictably. Policy entrepreneurs must be prepared, 
their pet proposal at the ready, their special problem well-documented, lest 
the opportunity pass them by. | 
We have just finished a series of chapters that considered separately the 
various streams flowing through the system. The separate streams come 
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together at critical times. А problem is recognized, a solution is developed 
and available in the policy community, a political change makes it the right 
time for policy change, and potential constraints аге not severe. This chapter 
deals with the processes by which the separate streams are joined. We begin 
by discussing what policy windows are and why they open, and then proceed 
to describe the coupling of the streams that takes place. Policy entrepreneurs 
play a major part in the coupling at the open policy window, attaching 
solutions to problems, overcoming the constraints by redrafting proposals, 
and taking advantage of politically propitious events. We then discuss the 
. occurrence of open windows: their frequency, duration, and predictability, 
Finally, we discuss spilloveís; a proccss in which the appearance of onc ilem 
on the governmental agenda sets up the subsequent prominence of concep- 
tually adjacent items, | 


WHAT POLICY WINDOWS ARE AND WHY THEY OPEN 


In space shots, the window presents the opportunity for а launch. The target 
planets are in proper alignment, but will not stay that way for long, Thus the 
launch must take place when the window js open, lest the opportunity slip 
away. Once lost, the opportunity may recur, but in the interim, astronauts 
and space engineers must wait until the window reopens. 

Similarly, windows open in policy systems. These policy windows, the 
opportunities for action on given initiatives, present themselves and stay open 
for only short periods; If the participants cannot or do not take advantage of 
these opportunities, they must bide their time until the next opportunity 

comes along, As one congressional committee staffer said of onc such oppor- 
_ tunity, "You might just say the stars were right.” The separate streams we 
have been discussing in the three previous chapters come together and are 
coupled at these times. Participants dump their conceptions. of problems, 
their proposals, and political forces into the choice opportunity,’ and the 
outcomes depend on the mix of elements present and how the various ele- 
ments are coupled, 

Ап open window affects the type of agenda we labeled a decision agenda in 
Chapter 1. As we have been discussing agendas, the governmental agenda is 
the list of subjects to which people in and around government are paying 
serious attention at any given point in time. We have essentially measured 
that agenda in this study by asking the participants what the list is. Within that 
governmental agenda, there is a smaller set of items that is being decided 
upon, a decision agenda. Proposals are being moved into position for legisla- 
tive enactment, for instance, or subjects are under review for an imminent 


= 1, This phenomenon is captured nicely in Michael D, Cohen, James С. March, and Johan 
Р. Olsen, “A Garbage Can Model of Organizational Choice,” Administrative Science Quarterly 
17 (March 1972): 1-25. ; | 
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decision by the president or a department secrelary. In the vernacular of the 
participants, the issue is “really getting hot,” which is a step up Кот saying 
that the participants are seriously occupied with it. Being on this decision 
agenda, of course, does not insure enactment or favorable bureaucralic deci- 


sion, but it is a more active status than being on the governmental agenda. - 


Policy windows open infrequently, and do not stay open long. Despite their 
rarity, the major changes in public policy result from the appearance of these 
opportunities. In 1965-66, for instance, the fortuitous appearance of extra 
liberal Democratic scats in Congress brought about by the Goldwater debacle 
opencd a window for the Johnson administration that resulted in the enact- 
ment of Medicare, Medicaid, the poverly program, aid to education, and all 
of the other programs collected into Johnson's Great Society initiatives, 

Think of a queue of items awaiting their tum on а decision agenda. 
Somehow, the items must be ordered in the queue, The opening of a window 
often establishes the priority in the queue, Participants move some items 
ahead of others, essentially because they believe the proposals stand a decent 
chance of enactment. During the late 1970s, for instance, various transporta- 
tion deregulation proposals were in the queue, The Carter administration 
chose to move aviation ahead of the others, not because it was conceptually 
the best but because it stood the best chance of passage. Senators Edward 
Kennedy and Howard Cannon had already agreed on a bill, the Hill had been 
softened up by a long set of hearings, the regulatory agency (the Civil Aero- 
nautics Board) favored deregulation, and the industry groups were not unani- 
mously opposed. Trucking deregulation, on the other hand, faced the unified 
and formidable opposition of the regulated truckers and the Teamsters, 
Change in the much larger and incrtia-bound Interstate Commerce Commis- 
sion, which dealt with both trucking and railroads, also seemed unlikely, 
Under the circumstances, aviation represented what various respondents 


called a "soft target" or a "quick hit," at least by comparison with the alterna-_ 


lives, | 

Health respondents talked similarly about Medicare. Аз one of the promi- 
nent proponents of Medicare beautifully summarized the priority placed on 
the elderly during the carly- to mid- 19605: 


If you stop to think about this, it was a crazy way lo go about it, from a rational 
point of view. Here we took the onc group in the population, the elderly, that 
was the most expensive, needed the most health care, for whom medical care 
would do the least amount of good, for whom there was the least payoff from a 
suciclal point of view, But we did it because that's politically what we could run 


with at the time. It didn't make rational sense to starta health insurance scheme 
with this sector of the population, but it's where we started anyway. 


То take the other side of priority setting, without the prospect of an open 
window, participants slack off. They are unwilling to invest their time, polit. 
ical capital, energy, and other resources in an effort that is unlikely to bear 
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fruit. Many potential items never rise on the agenda because their advocates 
conclude it isn't worth their effort to push them. They are so far away from 
coming to real action—legislative enactment or other authoritative deci- 
sion—that they are never taken up at all, As one congressional staffer said, 
"We concentrate on issues that we think are going to be productive. If they're 
not productive, then we don't have unlimited time here, and we're not going 
to go. into them." If trucking deregulation wasn't a live option, for instance, 
most participants concentrated on something that was: aviation. 


The same reasoning applies to bargaining. When the issue isn't really hot, ` 


advocates hold firmly to their extreme positions. But when the issue has a 
scrious chance of legislative or other action, then advocates become more 
flexible, bargaining from their previously rigid positions, compromising in 
order to ђе in the game, as we said in the last chapter, As another congressio- 
nal staffer put it, referring to the Kennedy-labor stance of holding fast to their 
comprehensive national health insurance plan and then offering compro- 
mises when it'looked in the late 1970s like some version of health insurance 
might stand a chance of passage, "Why should you bargain if there is no 
realistic chance of getting a bill anyway?" So one stakes out an extreme 
· position early, then compromises when the window opens. : 


Why Windows Open and Close 


Returning to our distinction between the agenda and the alternatives, and 
speaking rather generally of our three process streams, the agenda is affected 
more by the problems and political streams, and the alternatives are affected 
more by the policy stream. Basically, a window opens because of change in 
the political stream (e.g., a change of administration, a shift in the partisan ог 
ideological distribution of seats in Congress, or a shift in national mood); or it 
opens because a new problem captures the attention of governmental officials 
and those close to them, A change of administration is probably the most 
obvious window in the policy system. In the words of one political appointee, 
"А new administration comes to town, and they ask, ‘What should we do 
first?’ Something right away.” The new administration gives some groups, 
legislators, and agencies their opportunity—an open policy window—to push 
positions and proposals they did not have the opportunity to push with the 
previous administration, and it disadvantages other players. 

The same is true of turnover of any of the political actors. The rise of a new 
congressional committee chair, a wholesale change in congressional mem- 
bership (as in 1966 ог 1974), and new members on a regulatory body all open 
windows for the advocates of proposals that might get a sympathetic hearing 
with the new cast of characters. Thus the new Reagan administration pro- 
vided a window for а host of players previously disadvantaged: budget bal- 
ancers, supply-siders, right-to-lifers, advocates of school prayer, and others. 
Likewise, new appointecs to the Civil Aeronautics Board and the Interstate 
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Commerce Commission during the Carter administration created а receptiv- 
ity to dercgulation initiatives that was not as marked before, 

None of these political events—adiministration change, a redistribution of 
scals in Congress, national mood shifts—specifies in detail what is to be done. 
All of them set general themes that need to be filled out with specific pro- 
posals. А Carter adininistration wants to "get government off our backs," 
for instance, and casts about for ways to do that. Or a taxpayer revolt makes 
members of Congress wary of expensive initiatives, but does not specify 
exactly where budget cuts should be made. ‘The advocates of more detailed 
proposals use these general events and themes to push their own ideas to the 
fore. In other words, these political events and themes open windows for these 
advocates, m : 

There are also occasions during which a problem becomes pressing, creat- 
ing an opportunity for advocates of proposals to attach their solutions to it. l'or 
instance, gas lines bring governmental allention to energy shortages, and 
many transportation interests—mass transit, railroads, and others—argue 
that their programs should be seen as at least a partial solution to the promi- 
nent problem. As a congressional staffer put it, "Energy is the conversation of 
the year. It used to be the environment. If something was connected to the 
environment, everyone would genuflect. Now it's energy." Or medical care 
costs become such a pressing problem that everybody must relate proposals to 
the search for solutions, Focusing events work this way as well. An airplane 
crash, for instance, opens a window for advocates of initiatives in aviation 
safely. If they have their proposals ready, the crash provides an opportunity to 
argue that the proposal should be enacted. 

Once the window opens, it docs not stay open long. An idea’s time comes, 
but it also passes. There is no irresistible momentum that builds for a given 
initiative. The window closes for a varicty of reasons, First, participants may 
feel they have addressed the problem through decision or enactment. Even if 
they have not, the fact that some action has been taken brings down the 
curtain on the subject for the time being." Second, and closely related, 
participants may fail to get action. If they fail, they are unwilling to invest 
further time, energy, political capital, or other resources in the endeavor. Asa 
bureaucrat said of the Carter administration’s effort to pass a hospital cost 
containment bill, "When they can't get it passed, naturally attention turns to 
some other things.” 

Third, the events that prompted the window to open may pass from the 
scene. A crisis or focusing event, for example, is by its nature of short dura- 
tion. People can stay excited about an airline crash or a railroad collapse for 
only so long. Or the pyramiding of resources that caused the window to open 
may not last long. А new administration, for instance, enjoys its honcymoon 
for only a few months, and its passing is inevitable. The moment the new 


2, Murray Edelman, The Symbolic Uses of Politics (Urbana: University of Illinois Press, 
1964), Chapter 2. 
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president starts to make decisions of any kind—appointments, budgets, leg- 


‘islative proposals—he begins to disappoint some people and to satisfy others. 
Before those first decisions, everybody is looking to the president with eager 


anticipation. But the window provided by the honeymoon is most fleeting. ’ 
- Fourth, if a change in personnel opens a window, the personnel may 
change again. People in key positions come and go, and so do the opportuni- 


ties that their presence furnishes, As one transportation committce staffer . 


mused about his interest in changing the funding arrangements for infrastruc- 
ture construction, “Staffers on this committee have thought about the issues a 
lot. It might be that we could, over four years’ time ог so, persuade members 
of our point of view and pursue this thing actively. But it's quite likely that 
we'll leave here first. l'im not saying that we're going right away, but it’s in the 
nature of turnover.” And they were in fact gone in two years. 

Finally, the window sometimes closes because there is no available alterna- 
tive. In the chapter on the policy stream, we spoke of the need to soften up the 
` system, to have a given proposal worked out, discussed, amended, and ready 
to go, long before the window opens. The opportunity passes if the ready 
alternative is not available. 

The short duration of the open window lends powerful credence to the old 
saying, "Strike while the iron is hot." Anthony Downs's issue-attention cycle 
calls for quick action when the opportunity presents itself." He argues that 
intense desire [0 act gives way to a realization of the financial and зосја! costs 
of action. As one reflective journalist put it, "I have a theory that the really big 
steps are always taken very quickly or not at all. Тће poverty program breezed 
through, and only after it passed did people start to have second thoughts 
about it. Until the time that national health insurance can be done in a 
. groundswell, very quickly, it won't be done.” Thus HEW Secretary Joseph 
Califano seized the occasion of his first months in office to jam through the 
reorganization of the department that created the Health Care Financing 
Administration. He did it so quickly and in such secrecy that only a handful 
of people knew what was up before the announcement. To prevent leaks, 
even the graphics to be used in the press conference announcing the move 
were made up by a friend in another department. 

If the window passes without action, it may not open again for a long time. 


Consider the abject frustration of the official who wanted to cut Amtrak's . 


budget, only to see the effort swallowed by the 1979 energy crisis: 


In April and May we thought we were in real good shape. Then the gas shortage 
turned the whole thing around. The papers got into il, and there were all these 
articles about the demands for Amtrak. If the energy crisis had just held off for 
five months, we would have had our proposal approved. But it didn't. 


3, Sce Paul С. Light, The President's Agenda (Baltimore: Johns Hopkins University Press, 
^. 1982), Chapter 2. 


4. Anthony Downs, "Up and Down with Ecology— The 'Issue-Atlention Cycle," The Public 


Interest 28 (Summer 1972): 38—50, 
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Аз with the Amtrak case, the opponents of a change also know that the win- 
dow closes soon. Thus is born the common expression, “Riding out the storm.” 
Ifone can delay, by studying the issue or by another expedient, the pressure for 
the change subsides, ‘The longer people live with a problem, the less pressing 
it seems, The problem may not change at all, but if people can live with it, it 
appears less urgent. 1t becomes less a problem and more a condition than it 
seemed at the beginning. 
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The Policy Window 
people who are trying to advocate change are like surfers waiting for the big wave. You get 
— —— you have to be ready to paddle. If you're not ready to paddle 
when the big wave comes along, you're not going to ride it in" —an interest group analyst 


Policy windows are opportunities for action on given initiatives. 


e Much of politics is getting on the agenda and then getting attention. Policy windows 
offer new opportunities to get on the agenda. 


ө _ These opportunities rarely are open for very long. 
Opening of policy windows | 


e somewhat predictable: turnover or change of political actors—-executive, legislative, 
administrative; renewal of existing program 


© unpredictable: pressing or salient problem (e.g. nuclear safety incident, energy Crisis, 
major bank failure) 


Closing of lier windows 
e problem addressed (or perceived to be addressed) 
e action failed or no available alternative 
e decline in interest on focusing event (or new events overtake current event) 
e change in personnel 
Political Strategy and Policy Windows 
^ ^0 = бына 


e If you are not ready, the window will open and close before you can take 
action. 


e There is competition for use of a window. Many other policies are "waiting" 
for an appropriate window. (e.g. JUR: Viii + Mid 
used by those who want to deregulate airlines or trucks) 


Defensive Strategy 


e Proposals can be killed by delaying them long enough for policy actors to lose 
interest in them (i.e. the window closes). 
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OURCES OF GOVERNMENT FAILURES: А 5 RY 


Problems Inhetent in Direct Democracy 


Paradox of Voting - No method of voting is both fair and consistent. Arrow's impossibility 
theorem applies to any rule for choice where two or more persons must select a 
policy from among three or more alternatives. Cycles can arise with any fair voting 
scheme; those who control the agenda will have great opportunity for manipulating 
the social choice. Moreover, persistent losers have an incentive to introduce new 
issues in an attempt to create voting cycles that offer an opportunity to defeat the 
dominant coalitions during the resulting periods of disequilibrium. 

Median Voter Theorem - ТЕ alternatives are one dimensional and each voter has a most 
preferred alternative, the outcome will not cycle and will be the median of the most 
preferred points. However, direct democracy can lead to a tyranny by the majority, 
whereby either a permanent majority consistently inflicts costs on a minority or a 
temporary majority opportunistically inflicts very high costs on a temporary 


minority. 
` Problems Inherent in Representative Government 


Influence of Organized Interests - Voters choose representatives who often face the 


dilemma of choosing between actions that advance their conception of the good 
society versus rent-seeking actions that reflect the preferences of their constituencies 
or of their own private interests. 

Geographic Constituencies - While legislators may sincerely wish to do what is in the best 

. interests of the entire country, their self-interest in terms of reelection encourages 
^U them to pay special attention to the interest of their districts. This prisoner’s 
dilemma problem leads to policy choices, such as pork-barrel allocations, that do 
not contribute to aggregate national welfare. 

Limited Time Horizon Indu Ele - Rather than selecting policies for 
which the present value of benefits exceeds the present value of costs, the electoral 
cycle creates incentives for representatives to discount excessively costs and benefits 
that will not occur in the short-run. 

Posturing to Public Attention - Candidates for public office must compete for the attention 
of the electorate. They often attempt to convert undesirable and highly visible 
conditions to public policy problems amenable at least to apparent solution. 
Representatives and others who prefer specific policies may have to wait for an 
appropriate condition to arise to gain a “policy window” into the public agenda. 


Problems Inherent in Bureaucratic Supply 


Principle - Agent Problem - Government-funded agencies are difficult to monitor. Those 
who run the agency are likely to have more information about true costs and 
benefits. They have incentives to divert resources to themselves. Representatives 
(principles) who determine the agency’s budget lack complete information. 

The Difficulty of Valuing Public Ou erform - Most public agencies do not sell 
their output competitively. Representatives thus face the problem of having to 
determine the input values to such goods as national security, law and order, and 
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health and safety. The absence of reliable benefit measures makes it difficult to 
determine the optimal sizes of public agencies. 
f Limited iti on Efficiency 2 





S € uted C tition | cy а vations - Competition forces private 
firms to produce output at a minimum cost. Firms that do not use resources or the 
most efficient manner are eventually driven from the market by firms that do. 
Because public agencies do not face direct competition, they can survive even when 
they operate inefficiently. Moreover, because agencies enjoy monopoly status, they 
tend to be unresponsive. 

Civil Service Protections - In most countries, continuity and nonpartisanship of career civil 
service employees is purchased at the expense of a certain amount of flexibility in 
agency staffing. A locked-in civil service may avoid changes in the status-quo so as 
to avoid blame. 





Capture Theory - Capture theory and revolving door relate to capture of an agency by the 
industry it regulates due to the fact that its people may expect to eventually work for 
that industry. 

Unintended Consequences - Over time it is often learned that instead o£ being constrained 
by public policies as written, firms instead find ways around the intended constraint. 
This often leads to unintended consequences that undermine the intent of the 
policy. 

Premature Policies - Due to media pressure and the policy window response, some policies 
are put in place prernaturely before their consequences are understood. Again, there 
may be unintended consequences. 


luchant HI. K. Viet / 84 
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Signing of the Airline Deregulation Act, 1978 + President Jimmy Carter h second hom 
iie right, Alfred Kahn ls at the fac leh, (Photograph reproduced from Thomas К, McCraw, 
Muphen af Mequiation (Camluldge, Mans, 1984], facing p. 153.) 


American. Airlines and the Strategic Adjustment 
ro Deregulation 


‘The fist year of airline deregulation "was one of the most difficult 
and tumultuous years of our history," commented Bob Crandall. “As 
an industry, we seemed bent on giving away the store" And 1980 
proved worse still, All but two of the major carriers lost money, with 
American Airlines" first-half losses of $120 million the worst in the 
industry. Passenger traffic slumped because of the recession, and the 
price of jet fuel doubled as a result of the second oil shock.?? Intense 
competition for key routes, with wild discounting of fares, caught 
the industry and its regulators by surprise, The coincidence of deregu- 





‘Transportation, US. Congress, Blouse, Committee an Publie Works, Lilie Hity of 
the Airline Пекин At af 1928, 961 Cong, 1м sens, 1978, 

P uber |, Teo. OPERAE RENS Зумену Marketing Management Meeting," 
2 April 1980, quoted [In Weharnl Victor, Amaian Airlines (A) (Watan: HNS Case Serv: 
ives, Cane Ма, 92385-1282, 19H5f, |, 

9? Apin, dillicult macriecononmde conditions colacited with impurtant changes within 
the пићу, The second oil shack dive jet fuel prices fram 40 to 90 cents à gallon—or 
toy abut 25 percent af nperating costa, With Inflation at 10.1 percent, wages per employee 
reached $26,601, As GNP geowili turned negative (0,7 percent), aliline trafic fell 4 pee- 
Com, Americana uelle dipped 18 percent il а 1979 level inflated ћу United's strike,) 
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_ lation and severe macroeconomic shocks probably telescoped, and cer- 
‘tainly aggravated, the process of structural adjustment, E 
The major carriers were totally unprepared. Although the Deregu- 


lation Act had proposed an orderly phase-out of regulation, rcalloca- 
tion of routes and fare competition swept past the board's half-hearted 
attempts at stabilization. А sort of reverse tarbaby cflect set in, as com- 
petitive rivalry spread throughout the market?! By the spring of 1980, 
carriers were virtually free to determine the routes they served-and 
the prices they charged." i 

New enny by low-cost, no-frills, point-to-point carriers con- 
tributed to the shock, Former intrastatcs, charters, commuters, and 
start-ups sensed tremendous opportunities to make moncy on low- 
density, ill-served routes as well as on high-density, overpriced ones. 
With law overhead, nonunion labor, depreciated aircraft, leased facil- 
itiés, and few cxtrancous services, these companies—PSA, Air Cal, 
Southwest, Capitol and World, and eventually Midway, New York 
Air, and People Express—put intense competitive pressure on the estab- 
lished carriers, 60 

When World Alnvays offered a transcontinental fare (New York- 
Los Angeles) of $108, the major carriers followed. Eastern tried to 
enter the market with а $99 fare, and fares soon plummeted to 588. 
Pricing madness next spread to the "peripheral transcon'* markets 
of Boston, Washington, and Philadelphia, *! Hastily, the major airlines 
began dropping unprofitable routes and entering the potentially profita- 
ble markets of their competitors. Braniff, for example, challenged 
American in the southwest, and Delta attacked American's market 
in Dallas from the east. Such unrestricted competition forced a dilu- 
tion of yields (effective revenue per passenger mile), pushing break- 
even load factors higher. Of all the major carriers, American's was the 
highest, 

Accelerated “hubbing” was the Пизе clear strategic response by 
the major carriers. The practice of concentrating connecting flights 
ata particular airport’ had been used to a limited extent since the 19605, 


‘The ecanamdbit James Меке used the “tarbaby" metaphor to describe the spread , 


uf ecunomle regulation across market segments and funcilons; James McKie, Regulation 
and the Pree Market: The Problema of Doundarica, * Hell Journal of Economies | (1970): 6-26. 

и Olive of Economie Analyils, Civil Aeronautles Doand, Compenition and the Airlines: 
An Evaluation ef Daygulition (Washington, D.C., 1982), 22, 

** tbid., 108. ‘ 

п Thomas Plukett (vice-president of marketing, American Апе), "Address to Ameri- 
can Airlines Marketing Meeting,” Spring 1981, 31. 

èt Salomon Brothers, ћишту Analyiit, 31 May 1983, 6. 
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Both Delta and Eastern had developed a hub м Atlanta, United , 


at Chicago, American at Dallas, and Allegheny (now US AIR) at 
Pittsburgh, But hitherto regulation had severely limited the use of 
а hub-and-spoke route structure as an operating strategy. Only after 
receiving route flexibility could the majors contemplate the potential 
economies of scale and scope that the hub-and-spoke system had to 
oher, tt, | 

Hut leet composition, at least in the short nin, was à major con- 
straint on route restructuring. As Crandall explained in 1980, "the 
established carriers bought their airplanes years ago expecting to operate 
them over a stable and fianchised route system., . . . Critical decisions 
about which airplanes to buy, and in what numbers, were based on 
marketing assumptions that seemed reasonable at the time, They could 
not=and did not—anticipate the free-for-all we have today. "63 Thus, 
the four-engine Bocing 707s, designed for transcontinental service in 
the mid-1950s when oil was cheap and load без high, had become 
uneconomical by 1980, On most domestic routes, so had the 747s 
and even the older model 727s, Although а new generation of air- 
сай (Bocing 767s and 757s) was nearing the start of production, few 
of the major carriers could afford the price, nearly $25 million a plane, 

Here, then, was the most fundamental maorket-structuring impact 
ol regulation, Four decades of CAB control had penetrated to che 
operational core of the regulated firms. Fleet composition and route 
structure, the essential plant and operating method of the airline bus- 
iness, had become artifacts of public policy, Moreover, most other 
Aspects of the business—work rules and crew assignments, terminal 
and gate investments, organization of maintenance, and all critical mar- 
keting activities—were shaped to fit the routes and fleet. Managers 
who realized this, and who could implement eflective changes quickly, 
had an immense competitive advantage, But few did, 

In terms of strategy, organizational structure, and performance, 
American Airlines, starting as the second largest but least efficient of 
incumbent domestic carriers, made the most thorou hgoing and sue- 
cessful adjustment to deregulation. Its reaction provides an especially 
clear contrast for examining the ellëects of regulatory change on busi- 
ness practice, Conversely, its size and revealed market power show how 


° Murin amd Winston, Inam Кін of Airline Daqquiation ?: and Levine, “Aldine 
Conpeiiriim in Procgulated Markets” ata, - А 

“SCAT, Olive af enint Analysis, Competition and ft: , 49. 

oben Ll Crandall, "Iemárka Before the Зл Annual Couteicuce of Aipim Opera 
tee Council Intemational’ Mexlco City, 10 Sept, 1980, 8, | 
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cllective strategy, like regulation, can shape market structure to cre- 
ме sustainable profits, 

American Airlines was not prepared for deregulation. Its break- 
even load factor was the industry's highest. Its labor costs were higher 
than the industry average and its productivity growth lower, Its fleet 
was the least fuel efficient, and its route structure tlie industry's most 
fragmented,** During the period in which regulation broke down 
(1968-74), American's management had made several serious errors: 
over-expansion into hotel properties, acquisition of too many widc- 
bodied aircraft, cutbacks in the development of computerized reser- 
vation systems, a failed merger attempt, and illegal campaign contri- 
butions. When chairman George Spater resigned in 1974, he lef 
behind serious organizational problems and ruined morale, 

For the job of restoration, American's board chose Albert Cascy, 
president of the Times Mirror Company. Casey, a rough-and-tumble, 
gregarious Boston Irishman with a self-deprecating sense of humor, 
specialized in finance but knew nothing about airlines. He found а 
top-heavy organization with inadequate management systems. Cost 
controls, planning, marketing, and the piece-parts of operations were 
thoroughly fragmented, The budgetary system, Casey recalled, ‘was 
a disaster." ‘The new chairman quickly discovered that “Bob [Cran- 
dall] knew more about the company than anybody else," even though 


^ Мисисли Airlines, Ma: ctlvity Керол, 1980" and Merrill Lyach, Airline Dndiuny 
Annual Financial Sotiris, December 1982, 
9 Seling, Eagle: The Siwy af American Airlines, 
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Mira Салу, C. № “siman nud Robert Cinndall * Супи Smith eie was head of 
Amica Aulines fmm 1934 to 1968, When his амссекми Сесе Spater resigaed In 1974, 

the [ими bota in Albert Casey. (efi), whe in nun named Robert Crandall (right) 
учим баи, (Mintepaph кершй courtesy of Amuedean Aülines.) · 


he'd only been there one усаг, Crandall, who had held finance posi- 
tions at Eastman Kodak and Hallmark Cards, was also experienced 
in managing information systems, Together, Casey and Crandall “рох 
down and ripped the airline apart, creating cost seme and а cen- 
ualized budgeting system, . 

иһ executives also encouraged the йен and expan- 
sion of ЗАМЕ —Атепеап'& computerized reservation system. "This 
huge, real-time computer network, first developed in the mid-1960s 
to keep uwek of the growing volume of reservations, had become a 
vital component of American's operations even before deregulation, 9 
Several of the major carriers had developed similar systems, and at 


least two ol ћете United's and "IWA's-were comparable to Ameri | 


a's, Then in 1975, American started committing resources to develop 
new features Юг SADRE and test marketing its terminals in travel 
apencies—the industry's fastest growing distribution channel, In 1976, 
as United prepared to expand its system (APOLLO), American 


*! Albert Casey, retired CEO, American Airlines, interview with author, 1 April 1987. 
* Duncan Copeland, Чийме "осу for Fist Mover Advantage: The U.S, 
Mile Перни" (р. В.А. diss, Harvard Business School, 1990). 
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scooped the market with a large-scale program to sign up travel agents 
for SABRE, Now, recognizing SABRE as a strategic (rather than an 
operational) component of competitive advantage, American invested 
heavily, ?? 

Вепусей 1975 and 1979, Casey climinated some managerial 
deadwood, sold the Americana Hotel chain, centralized maintenance, 
training, and computer operations, and moved American's corpoyate 
headquarters out of New York City to the Dallas-Fort Worth Air- 
port, Still, in June 1980, when he appointed Crandall president and 
chief operating officer, the company was staggering under the brunt 
of le 

Crandall moved quickly to staunch American's losses, In а mat- 


aer of weeks, his management team developed a five-part plan to re- 


structure American Airlines, creating a smaller, but more ellicient com- 


pany with a long-term goal of remaining a full-service national airline.” 


The plan was implemented immediately. 

lirst, they grounded the fifty-three 707s. ‘These aircraft —about 
one-fifth of American's capacity—were losing money every time they 
took oll. This decision—to shrink the airlinc—was a drastic step that 
threatened an irretrievable loss of market share, Other difficult deci- 
sions were to cancel its order (ог 757s, which American could not 
allord, and to convert its underutilized 7475 to freighters, 

With fewer aircraft, American could eliminate a large number of 
direct, point-to-point, nonstop flights that were losing money without 
necessarily reducing the number of city-pairs served, Route flexibil- 
ity.provided a unique opportunity for American to rcstructure routes 
in а hub-and-spoke pattern, optimizing aircraft utilization, cost reduc- 
tion, and market retention, American’s planners assessed city availa- 
bility, airport gates, weather conditions, traffic patterns, demographic 
trends, and competitors! systems. Above all, they studied the econo- 
mies of scale and scope. 

American had already concentrated 142 daily departures (29 per- 
cent of its system total) at the huge Dallas-Fort Worth 1 Airport, These 
lights were grouped in a series of connecting "complexes" (the nearly 
simultaneous arrival and departure of multiple aircraft), the largest 
of which used nincteen tes, A similar, but smaller, hub operation 
had developed at Chicago's O'Hare Airport. The scale advantages in 
these arrangements derived from the concentratlop of labor resources 


? Duncan Copchind, “Evolution of Aliline Reservation Systema: 1945-1985," work- 
ing paper Harvard Durincss School, Boston, Mass, 1988), 
M American Airlines, "Profit Improvement Ман" (a slide presentation), 1980, 
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nearly matched at O" Jare, with 224 daily departures serving sixty- 
live cities.’ | 

With a smaller Пес and a more eficient route structure, Ameri 
can needed fewer employees, Crandall announced yolli and early 
retirements, reducing personnel from 41,000 to 35,500 by the end 
o 1981. Labor productivity in every job classification was reviewed 
and improved to the extent allowed by labor contracts. Miscellanc- 
ous costs, especially for fuel, were attacked on every front, Now My- 
ing procedures were adopted; aireralt were modified and even re- 
painted to reduce drap, Seating density was increased everywhere and 
wight reduced, we 

Despite these efforts, American could not hope to compete on 
cust топе, Diflerentiation, with a full range of services targeted toward 
business travelers, was American's only prior competitive advantage. 
Thus, the last part of the plan wasa marketing strategy that applied 
American's traditional strengths to its emerging hubi-ar! roke net- 
work, Service, trallie control, and distribution were its critical, com- 
ponents, | 

Service, relatively unsceathed by cost-cutting, would be maintained 
at existing levels lor reservations, ticketing, baggage handling, in-flight 
Amenities, and, above all, on-time departures, To hold business tavelers 
on the sysiem, the hub connections had to work elliciently, with lit- 
de more than an hour between flights. 

Pricing to maximize revenue yield and to АИ seats would be 
implemented through SAMU. Peak-load and promotional pricing 
would iced sullicient restrictions to prevent business travelers from 
crossing over from premium fares to discount categories, and enough 
llexibility to avoid selling too many discount seats and thus preempt- 
ing premium customers." Before long, American's reservation sys- 


Wesley G. КАМА, Уље ни tu Airline Analysis," 2 July 1985, 7, 
ено, ен vive-preshdent, marketing, American Airlines, interview with the 
‚ минин, e 29845 and Parken, "American Alrlines Marketing Meeting," 24. 

^ Dein quieing асам broad categories of passengers, which was sometimes firced 
by rhe nell discimus кане, was devastaning vo the penlitahility af highiscast car, 
reis ie American. Tu aie зүн of 1082, elin Americans strategy was fully implemented, 
Warn ин Мун shifled staategics after йз тар expansion as a fullaervice carrier proved 
АТА САВ ТАТА АДА Been the president of Southwest Airlines, trical 
инв save Hraniti vvith a bele зуд e especially em stes ln the Sontliwent amd Midwen 
МОТОР ТИТО with American, Ti a immer el peor judgement, УУ РРА ЈА ЛАА У 


А ТА Putnam amb unged bin t eml the Juice war hy rising prices MI percent, Pur 


акин made à tape ЛОЗА conversations anal ayu it tothe Justice Department. Crin: 
dall eventually settled thue cexultingt suit hy à consent deciee, in which he ариза] nm te 
diveuss ринин with other allie executives; Aine Weeb, 8 Aug, 1985, 92, 
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tem could manage this morc complex fare structure, allocating seats 
on each flight to five different classes of fares and shifting allocations 
daily, 

SABRE also gave American an advantage, perhaps even an unfair 
advantage, in distribution channels, The great complexity of route 
and pricing options made travel agencies an appealing channel for per- 
plexed travelers; it also made computerized reservation systems a neces- 
sity for travel agents, Crandall saw this, and he pushed SABRE to 
expand as fast as possible; the system had captured 27 percent of the 
travel agency market by 1983, Competitors complained that United's 
and American's reservation systems were programmed with a bias 
toward the owners" flights? By the time the bias was removed in 
1983, American's SABRE had become the industry's biggest and most 
profitable distribution system, as well as an awesome source of mar- 
ket and strategic data, - 

То cap the marketing plan, American devised a scheme to create 
brand loyalty and to bond its frequent flyers to the hub, With SABRE 
delivering the necessary automated record-keeping, American rolled 
out its AAdvantage program in the spring of 1981. AAdvantage gave 
passengers mileage credits for Aying American, which could be accumu- 
lated and exchanged for free seats. By inventing the frequent flyer pro- 
pium, American seized a first-mover advantage, capturing 6,3 million 
subseribers, whose loyalty, given the cumulative nature of awards, 
strengthened over time. 

With this short-run plan under way and showing results by the 
end of 1981, Crandall's management team turned to the longer-term 
issues of competing in an unregulated environment: labor produc- 
tivity and costs, fleet modernization, and expansion. 

Top management undertook a massive, three-year program of 
employee education on the impact and implications of competition,” 
Then, in 1983, it negotiated new contracts with American’s unions 
that substantially relaxed work rules (especially for temporary work- 
сїз and job cross-overs) and inaugurated a drastically lower "Д? wage 
scale for newly hired employees," In return, the company guaran- 


H United Airlines v, Civil Anvaaunes Шан, 766 1,24 1107, 1109 (7h Cir, 1985), 
P Roben L. Crandall, Interview with the author, August 1984;'snd biterview with Judith 


П, September 1987; also, С. A V'ascluto, vice-president of employee relations, American - 


Airlines, ""Ilemarks lcfnre Western Tailrosd Association, 28 April 1983. 

"The имо ег pay scale,” as American takes pains to explaln, із not a phrase coined 
hy the company. Indeed, management did not Initially see the 0" rate as a separate wage 
system. Mather, H was a front-end збиен to lower costs of new employees. The same 
applied to flight attendants; it was а temporary measure, scheduled to reconverge with the 
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By Scorr McCartney 


Staff Reporter of THE WALL STREET JOURNAL ` 
WARWICK, R.I. — To scout new cities: 
for an airline, Pete McGlade spent three . 
days in a car, timing freeway traffic. — ' 
. His unconventional research led to an -. 
unconventional conclusion: The easiest - 
airport to reach from much of the Boston ` ` 
area is in Providence, R.L, just 60 miles - 


from Boston's Logan International Air- 
port. So, on Sunday, Southwest Airlines, 


where Mr. McGlade works as vice nete . 
dent for schedule planning, will launch ` 


service to Providence from five cities. 


And the Dallas-based carrier's first . 
foray into the Northeast is just a starting ` 
point. While major airlines are cruising - 
comfortably with record-high ticket prices ` 
and healthy profits, the nation's eighth- ` 

‚ largest airline is preparing to stir up new ` - 
turbulence in the skies. The Providence ` 
invasion is Southwest's first maneuver in a. - 

| carefully planned battle for East Coast |. .- 

` passengers that is expected to drive down. | 
air fares and force some major carriers ош! - 


of lucrative markets. 
The First Target 


Southwest wants to duplicate on the -` 
East Coast its short-hop dominance in.: 
Texas, California and parts of the Mid- с . 
west. Its first Northeastern target: The ` . 


Boston-Washington corridor, where South- 


to Washington National Airport. 


But this is no People Express. Southwest 


Lic ———————4————— 11: - L —— _ __ _ „ш rT Y n . .. . 


' of its markets as to try to shoot it down. .. 

"Nothing is significantly different in 

the Northeast than other places they've 

dominated," says James Cammisa Jr., а. 

former airline executive who runs a travel 

newsletter. "Damned if I can think of a 
reason why it wouldn't work." 


west will launch 16 flights a day between : 
satellite airports in Providence and Balti- 
more for $118 round-trip. Right now, USAir 
Group Inc. rules that route, and its lowest . 
unrestricted round-trip fare is $518 from. 
the satellite airports and $538 from Logan: ` 


If Southwest succeeds, the low-cost King. - - 
will have sewn up just about the last patch: - 
_in its route-map quilt and will usher in a- ` 
new ега of cheap travel on the East Coast; - 
making it the first nationwide discount 
carrier since the defunct People Express.. 


has low debt, a strong operating record ` 
| and, maybe most important, the respect of. 
competitors, which are as likely to bail out ` ` 


Southwest's Low Costs 


Already, American Airlines and United: 
Airlines have threatened to stop flying 


‚ from Providence to Chicago if Southwest 
| begins frequent flights on the route. Be- 


cause of their higher costs, the two giant 
carriers say, they can’t profitably match 
fares at Southwest, which holds down 


expenses with one-size-fits-all seating, . 


weak coffee and meager snacks. It flies 
only one type of plane, the Boeing 737, and 


even installs older, basic cockpit equip- . 


ment in new jets so all pilots can fly ail 


planes. It keeps its jets unusually produc- · 7 i 


tive — typically spending only 20 minutes : 


on the ground between hops — and its un- 
ionized work force is unusually gung-ho. . 


A major aspect of Southwest's current >. wt i 


strategy is a bet by its chairman and chief -. - · 
executive officer, Herbert D. Kelleher, that . : 
USAir will hardly respond at all. Though ` :- 
Mr. Kelleher won't discuss it, Southwest - . 
apparently is gambling that USAir's chief, BP. 
Stephen M. Wolf, who took over earlier this. 7 . `. 
year, will be less combative than his :. 


predecessors were. 


* od 


.. 3 + 
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. Mr. Wolf, who shied away from compet- - Mm : : 


ing with Southwest while serving as chair- . `: 
man of United’s parent, UAL Corp., de- ` ` ` 
clines to comment. But USAir says he has |... 
begun a drive to cut costs to better compete . ` . 
against Southwest and other discounters. `.`.` 
In the second quarter, USAir spent 12.6 -|-| 
cents to fly one seat one mile, compared . : |->: 
with just 7.5 cents per seat-mile at South- ^ --.- 


west—the lowest of any major U.S. airline. . 


Southwest's entry into the Northeast "is :-:.: 
clear evidence of the changing market: - . - 
place confronting a carrier like USAir," a. -° 


USAir spokesman says. 
Mild Reaction So Far 


So far, USAir hasn't increased iis. - 


flights or even its advertising in the area. 


And it has matched Southwest's fares only 


on a limited basis. 
Its response in Providence is miles 


removed from its response when South- ` 


west entered Baltimore in 1993. Mr. Kel- 
leher says he thought USAir, then run by 
Seth E. Schofield, was ready to close its 
hub there, and Mr. Kelleher jumped into 
Baltimore because he wanted to raise 
Southwest's profile in the nation's capital. 
But instead of reducing flights, USAir 
launched a blistering counterattack, offer- 
ing more flights and lower fares. A one- 
way ticket to Chicago fell to $19. : 
Southwest was bruised but hung in. 
Now, USAir is pulling back, raising fares 
and trimming its work force in Baltimore 
1.5% over the past year to 2.200. In Septem- 
ber, USAir's share of Baltimore-Washing- 
ton International Airport passengers fell to 


| 42% from 49% a year earlier, according to 
| the Maryland Aviation Administration, 


while Southwest's increased to 18% from 
12%, though it serves just eight cities тош 
that airport. 


Trying to keep passengers, USAir has 


turned to a more behind-the-scenes cam- 
Please Turn to Page 415, Column 1 
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Continued From First Page : [455 
paign. It offers extra free passes and | ... 
higher commissions to Baltimore travel [o руа i 
agents, who typically account for most | i 
bookings at major carriers but only 40% at "- 

Southwest. Mirai Bose аы, a Balti- In Detroit, Northwest Airlines has pro- 

2 Е tected its market by limiting Southwest to 

more agent, says her USAir representative : а cuin. And Сайыш es 
has called on her nearly every week since eet inis : dental, which had | 

Southwest started service, and with the vidence officials it intended to give 

Е up two gates, reversed itself after learning 


increased commissions, she is making - of Southwest's interest in the city. South- 
more money than ever. Ifeel very wooed, west had to scramble for other stace: - 

. «and [love it,” Ms. Vaughan says. “I tell my However, such tricks’ haven't ‘kept 

с dren, inim a E Jon бин Southwest's Mr. Kelleher from marching 

T. eus thev haven't across the country. Like a general deploy- 

vel agents say they haven't seen ing his tanks, he has quietly stationed 


Such rewards in Providence. Instead, says 
Gil Engles, owner of Providence's Church : : 

Travel, which caters to business travelers, аи incursion. Rather than a head-on 
“Southwest is taking business away, and кан Dis major carrier, Southwest will 
they're not even here yet." At College Hill iun. pum ree ec eec е. 
Travel in Providence, Seth Fandetti tom- | ur ae = Nes das 
plains that Southwest is already sold out n, N.J., Allentown, Ра.; New Haven, 


forces at strategic locations for his North- x 


for the first three weeks of service. | Conn.; Newburgh, N-Y., or Islip, М.Ү. - 
| | We're prepared to fight a war of. | 
Some Fare Increases | | attrition for а very long time,” Mr. Kel. ' 
Surprisingly, some fares from Provi- leher says. | : 
dence have actually increased in recent Southwest used a similar strategy in ' 
weeks at United, American and Continen- conquering California a few years ago. It 
tal Airlines. The full-coach Chicago-Provi- slowly built up service at airports in Phoe- 
dence fare offered after Southwest starts nix, Las Vegas and Salt Lake City to feed 
service is more than $1,000 round-trip on into the West Coast, and focused on sec- 
United and American, up from about $800 ondary California airports such as Bur- | 
only a few weeks ago, says Lynn Ann bank, Ontario, Oakland and San Jose. As 
Dressler of Travel Concepts in Providence. its traffic grew, big carriers such as ` 
Southwest's full-coach fare will be $298 American, Deita and USAir pulled out of 
иша — а fare United and American › short-haul markets. 
offer only on а limited number of seats ой? Ехрегїше 
with ^ advance-purchase restrictions. ше» шей: ) Е 
» van e In late 1994, however, United fought 
. American and United both say their fare Lannehin : 
increases aren't related to the situation in _ back la Б a low-cost, high-frequency 


esi : š “shuttle” on the West Coast. But it found 
air Pieces у "=e зеца of шег that even a shuttle couldn't win against 

Some competitors say they have de- . Southwest head-to-head; so, United reposi- 
cided to let Southwest have its market ET U om 
share while they try to hang onto cus- routes. In ап, eight airlines surrendered 
tomers by touting their first-class seating, West Coast routes, according to a Depart- 
frequent-flier programs, in-flight ameni- ment of Transportation study, while fares 
ties and wide: ing route networks. · fell by one-third to an average of $60 and 


й "ad traffic increased 60%. 

‘The power of the frequent-flier pro- 0 ا‎ | 
атап! keeps people locked into a carrier People don't want to compete with 
like Delta," says Robert W. Coggin, Delta Southwest,” says Thom Nulty, president of 
Air Lines' executive vice president for Associated Travel Management, a chain of 
marketing. “We're not ignoring Southwest 80 agencies based in Santa Ana, Calif. 
by any means," he says, put adds, “You're  , To move into the Northeast, Southwest 
not going to see any knee-jerk reaction." has, since July 1995, doubled its flights to 
(Southwest has a frequent-flier program, Nashville, Tenn., a key staging area into 
but because it hasn't any international = e eee 7 = те 
flights, it can't offer that attraction.) ; га. rus up et ghts a day by 

While giving Southwest passing room anuary from eight ini pon ers stock- 
in the sky, however, larger carriers are piled gates to handle up to 80 flights a day. 
trying to slow it down on the ‘ground. A ` Ап operations oe the passenger 
bitter fight is being waged in Congress | Feres на ay к be plete ieee | 
over whether Southwest should pay a big- adeps се printers even though one 
ger percentage of air-traffic-control costs, | could deal with the current load. “I set this 


1 
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up up for where we're going," says the Balti- 

for ign eng Босае it cag oe пасад | more operations chief, Jim Sullivan. 
more often than longer-haullines do. | | In Providence, Southwest is beginning ` 
. And where rivals control leases on | - wh 14 dally départupee from Woga cud 
тн тунгы: кр на сон ба жаш but the foundation and plumbing have 
Б. | Airport, been laid for quick construction of four 


Southwest operates 102 flights a day from 
just seven exclusive gates. USAir, which 
controls the lease on the terminal, has 
access to six gates but has just 18 flights a 
day. However, it refuses to hand over more 
gates, according to the Los Angeles De- ! 
partment of Airports, which tried to medi- (ONT > 


more gates, if needed. It also began flying 
— A UO UT) 
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on | the Foreign S 


US. Airline Executives Are 
Hoti Ina Deregulated e: 





By JOHN TAGLIABUE 





FRANKFURT — It's not that Frederick W. Reid isn't 


used to working abroad. After all, Mr. Reid, a California 


native, has worked for a hotel concern in India and spent 
14 years overseas with Pan American World Airways and 
American Airlines. There have been stints in the Middle 
East, in Paris and twice in London. 

Still, when a headhunter called from Germany one 
day in 1991 to ask whether Mr. Reid was interested in 
working there, he said, “I don't think so." Mr. Reid, then 
American's managing director for European sales, re- 
called that “first of all, I said, I have no German, and 
secondly, I have no interest in: working for 2 German 
company, except maybe for Lufthansa.” 

But the headhunter called back to say the company 
was, in fact, Lufthansa, and Mr. Reid had what he 
describes today as а “long, serious talk” with Jürgen 
Weber, Lufthansa’s chairman. In February 1992, Mr. Reid 
became, at 41, Lufthansa’s senior vice president for the 
Americas, penetrating deeper than any foreigner before 
him into the German carrier’s inner sanctum. And in 
April, he went deeper still, becoming president and chief 
operating officer. He lived on Long Island while his beat 


-"was the Americas, but now he will be moving to Frank- 


furt. 


Che New Work Times 


American 


Exports 


As they enter 

а rough and 
tumble era of 
deregulation, 
some European - 
airlines are hiring 
American 
executives, like 
Lufthansa's 
Frederick W. 


Reid, above, who’ 


are experienced 
in aerial 
competition. 


Photographs by Regis 
Bossu for The New York 
Times (Reid); Swissair 
(Katz); Benoit Doppagne 
for The New York Times 
(Ornstein) 





TRDAN JUNE б 1997 


ee ee 








fum EOM ORDER cia г 


President and chief | 
operating officer of 
Lufthansa, based in 
Frankfurt 

1992 Senior vice 
president for the 
Americas for Lufthansa 


1987 Managing director of European 
sales for American Airlines · 


1976-87 Held several executive posi- . 


tions at Pan American World Airways 
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Mr. Reid's remarkable rise at Lufthansa is by no 
means an isolated case. As Europe's airline industry goes 
‘through an overhaul reminiscent of the wrenching 
changes at America's airlines in the 1980's, many Euro- 
pean carriers are recruiting battlé-tested American exec- 

~ ~ Utives for top-jobsi =... `` - же 


-—M Ñ M [p > 5. 
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` 57 United Airlines to advise management. This year, Swiss- 
. Air, a unit of Sairgroup, named a former. American 
Airlines officer as its chief operating officer. And last 
` year, when the British investor Richard Branson started а 
no-frills carrier, Virgin Express, he hired the former head 
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of Continental Express to run й ' - TOES NUR Е ۳ 2E: 
Баре ares apparentiy see an ege m hiring pe seri 
executives who know the rough and tumble of American. hased in Zuich- fox 
deregulation and are familiar with techniques for getting ased In LUNCH, пе is 
. costs down, running hub-and-spoke operations and in- currently chief 
creasing efficiency with computerized Scheduling and KATZ operating officer 





pricing systems. And with growing European airlines 
increasingly thirsty for private capital, recruiting tough 
American managers signals їз international investors 


1993 President, . 
American Airlines'-Sabre Travel 
Information Network  - 


1980 American Airlines executive 





Continued on Page 2 
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Chief executive of Virgin 
Express, based in 
Brussels ` 
JONATHAN 1994 Chief executive of 
ORNSTEIN. Continental Express and 


t senior vice president of 
Continental Airlines 


1994 Executive vice president of 
Mesa Airlines 


1552 President of United Express 


15:3 Vice president of planning and 
scheduling for Mesa Airlines | 
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.. Continued From First Business Page 
“that they mean business. 
77 Not that Europe has not had its 
-:0wn crop of airline turnaround art- 
“ists. In the 1980's, when Prime Minis- 
"ter Margaret Thatcher privatized 
"British Airways, a British manager, 
Sir Colin Marshall, turned it from a 
“bloated dinosaur into a lean and ag- 
"'gressive airline. Yet Sir Colin, too, 
“learned many of his tricks in the 
“United States, where he worked for 
"more than a decade in the car rental 
--business, first at Hertz and later at 
-"Avis. | 
^" Some American investors, im- 
-pressed with changes at the Euro- 
pean carriers, are already betting on 
“them. David Bonderman, a principal 
«of Air Partners of Fort Worth, which 
> Ted an investment group that put $450 
"million into Continental Airlines to 
-help bring the carrier, out of bank- 
--Fuptcy in 1993, sank $39 million last 
year into Ryanair, a Dublin-based 
‘upstart airline. With its no-frills, low- 
~ fare flights, Ryanair has been such a 
success that when it starts selling 
shares on the New York Stock Ex- 
change later this year, analysts ex- 
. pect Mr. Bonderman's investment to 
: double in value. < 
.. The hunt for American managers 
comes at a time of crucial change in 
- the world industry. Like airlines else- 
. where, European carriers are hav- 
.ing to come to grips with the global- 
ization of markets and increased 
competition. 

So pronounced is the shift, and so 
aggressive have American airlines 
been in responding to the challenge, 
that some executives say global ex- 
perience, not cost-cutting skill, is 
what makes American executives so 

„valuable. 
„ United States airlines were the 
first to see “Ше full world as a mar- 
ket,” said Gerald Greenwald, chair- 
. man and chief executive of the UAL 
“Corporation, parent of United Air- 
.. lines, ‘“You don't need to be a rocket 
„Scientist to cost-cut." 
` + A view of the globe as their apple is 
certainly something United States 
airline executives often stock in their 
baggage. Of the 17 years that Jeffrey 
“б. Katz, Swissair’s new operating 
chief, spent at American, a unit of the 
AMR Corporation, four were spent 
^ running the company’s Sabre Travel 
Information Network, a global inno- 
` vator that sells computer reserva- 
tion services to hotels, travel agents 


and corporate travel managers in 
more than 70 countries. The experi- 
ence was, among other things, a 
crash course in the European way of 
doing things, as Sabre fought for turf 
in France and Spain, which allowed a 
virtual monopoly for Amadeus, a 
competitive system owned by an as- 
sortment of airlines including Air 
France and Spain's Iberia. 

Though Mr. Katz, who will become 
chief executive of the airline on Jan. 


Aces Are Hot 


1, had spent time overseas, the first - 


weeks at Swissair were a cultural 
shock. | 
Managers converse in guttural 


European carriers 
are looking to shed 
the malaise of the 
state monopoly. 


Swiss German; executive meetings 
are in High German or in English, 
which Mr. Katz still prefers, despite 
his efforts to cram German. “I told 
people, i'm here to accelerate 
things," he said. “If I spoke German, 
I would slow things to a crawl." 

Groomed in a world of global com- 
munications, he found Swissair's E- 
mail system old and cumbersome. 
"In a modern corporation, it would 
be a handicap," he said. “How quick 
do I get analytical information? 
Many American airline companies 
dealt with that 10 years ago." 

Mr. Katz, 41, views himself as a 
catalyst for change at Swissair. 
While he appreciates the airline’s 
assets — a young fleet, a strong 
home market, a respected brand 
name and loyal customers — his first 
impression was of an organization 
unused to scrapping for turf. "Air- 
lines are a damned competitive busi- 
ness,” he said, “and this is not a 
company where I get a sense that 
this matters, though it’s going to 
have to." 

“The Swiss are easygoing,” he 
said. “There is no rough, tough, get- 
out-of-my-face.”’ 

Some analysts say part of the rea- 
son for hiring Americans, particular- 
ly at Swiss and German airlines, is to 
impress international investors. 

With increasing globalization, Eu- 
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as Europe 


Deregulates 


ropean airlines must rely increasing- 
ly on international capital markets 
for expansion, said Charles Donald, 
who follows the industry at UBS Se- 
curities іп London. “They want to be 
seen in the public eye as an interna- 
tional employer, to inject a sense of 
investor confidence," he added. 
sometimes, of course, the culture 
fights back. When the chairman of 
Air France, Christian Blanc, hired 


Stephen M. Wolf and Rakesh Gang- . 
wal, both veterans of United Airlines, · 
he had to run interference for them | 


against France's tough unions. While 
Mr. Gangwal, as executive vice pres- 
ident for revenue management, built 
a hub-and-spoke system, and Mr. 
Wolf, as special adviser to Mr. Blanc, 


міна کو‎ ара: a سے وک‎ 


improved yield management and ` 
created- a. frequent-flier program, ` 
Mr. Blanc skirmished with labor. : 


Ihough both executives have since 
left to run US Airways, and the 


French carrier is not yet home free, - 


an Air France spokeswoman in 


Paris, asked whether the Americans ` 


had helped, replied: 
They were a large part of the renova- 
tion of the company." 

Not every American lesson, of 
course, is applicable abroad. An 
American in Europe “may be very 
progressive and prophetic,” said 
Jean-Louis Barsoux, a senior re- 
search fellow at Insead, the business 
school outside Paris, who has studied 
managing methods across cultures, 
"but he has to be able to do it within 
the company." 


"Absolutely. · 


In 1994, for instance, Italy hired : 
two American-trained executives in : 


hopes that some hard-nosed manage- 
ment would turn around the national 


carrier, Alitalia, which last made a . 


profit in 1987. When the two went 


head on against the unions and 
sought to reduce costs by prescribing 


bitter medicine such as leasing air- 


craft and crews from other carriers, 
the unions shut the airline down. By 
1985, both executives were gone. 

Their successors resumed an Ital- 
ian-style conciliatory approach, and 
in 1996 Alitalia ran up $780 million in 
losses, after a $52 million loss the 
year before. Rome is now struggling 
with the European Union for approv- 
al of a $1.8 billion subsidy to keep 
Alitalia aloft. 

Clearly, chances of a successful 
management transplant are greater 
if the airline is a start-up, organized 
from the beginning as an effort to 
bring low-cost American manage- 
ment methods to Europe. Ihat was 
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the case at Virgin Express, a unit of 
Virgin Group, when it hired Jonathan 
Ornstein and a gaggle of other man- 
agers from Continental Express, a 
unit of Continental Airlines. There 
too, though, the jarring of cultures is 
perceptible. 

When. Mr. Ornstein arrived in 
Brussels, he said in an interview, he 
found employees who were unused to 
exercising initiative. “Неге was the 
boss, you went to see him," he said. 


Payroll checks were signed by hand, | 


and flight and pilot scheduling done 
on big boards rather than by comput- 
er. Once, when he sought to have a 
public address system installed to 
free his secretary, who spent much 
of her time running through the 
building looking for people, his em- 


ployees returned weeks later with | 


three different systems, asking him 
to choose the one he wanted. “I told 


them, don’t bring it to me, just go get | 
it and install it," he said with ехаѕ- | 


peration. = 

He is still struggling to find com- 
puter systems that work for Virgin. 
“They're all accustomed to reams of 
paper," he said. ''It's not because the 
people are bad, or they're not 
smart." 


А conversation with Mr. Ornstein, : 


40, a native of New Rochelle, N.Y., 
who got his start at Mesa Airlines in 
the Southwest before running United 
Express and later Continental Ex- 
press,.also includes a barrage of 
complaints about the lingering ef- 
fects of monopoly practices in Eu- 
rope's airline business. 

At most airports, handling serv- 
ices are monopolies, and consequent- 
ly expensive and frustrating, he said. 
Airport slots are granted either by 
the national flag carrier or in consul- 
tation with it. 

When Delta Air Lines recently sur- 
rendered slots at Frankfurt, and Vir- 
gin Express sought one, they went to 
Lufthansa instead. “Сап you imag- 
ine United controlling the slots at 
Chicago," Mr. Ornstein said, “ог US 
Airways at La Guardia?" 

Yet Virgin Express, with $200 mil- 


lion in revenues last year, is flourish- 


ing, and Mr. Ornstein is convinced 
that change is inevitable. “Ме know 
what's coming will be no big bang," 
he said, "but I think time will show, 
the dam's going to crack." 
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Furopean airlines scan 


the arrivals hall 


BARCELONA AND BRUSSELS 


European flag carriers might be able to ignore low-cost competitors for a 
while. Eventually, however, their world will be turned upside down 


OQ THE evening of September 22nd 
Stelios Haji-loannou was in ebullient 
mood. Flying back to London from Brus- 
sels, the founder of EasyJet, one of Europe's 
new cut-price airlines, was pleased with his 
hearing before the Brussels antitrust au- 
thorities that afternoon. Mr Haji-loannou 
alleges that KLM, the Dutch flag carrier, en- 
gaged in predatory pricing when it under- 
cut his basic.99 guilders ($49) return fare 
from Amsterdam to London with its own 
95 guilders “EasyChoice” fare, less than 
its previous rate. 

KLM denies the charge. It admits that 
internal memos recommended killing off 
Easyjet on that route, but says that these 
were not company policy. Mr Нај- 
Ioannou is unbowed. It may have taken a 
year to get his complaint heard, but he has 
started to believe that in the long run, it is 
he, and not KLM, that has the advantage. 

Pressure from EasyJet and other new 


airlines is causing Europe's leading carri- - 


ers, British Airways (BA) and Lufthansa, to 
consider drastic measures. BA is said to be 
planning to create a separate low-cost air- 
line operating out of Stansted or Gatwick 
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Airport managers and a pilot-training cen- 
tre have been discussing with ВА what it 
would take to launch such a new airline to 
handle many of ваз less profitable Euro- 
pean services. A similar strategy is being 
considered by Lufthansa, which will join 
BA as an entirely privatised airline next 
month. “Lufthansa Lite” would run those 
services that do not feed its hubs in Munich 
and F 

On the face of it, the reaction of the big 
firms looks premature. Like many cut-price 
airlines, EasyJet has found it difficult to es- 
tablish itself in the market. Such airlines 
have found it hard to get the landing slots 
they need to fly new routes, and harder still 
to make money once airborne. Many have 
been driven out of business or bought by 
flag carriers keen to expand abroad. In dog- 
fights between new airlines and old, it has 
usually been the old that have lived to fight 


another day. 


Not for much longer, perhaps. Despite 
the slow pace of air liberalisation in Eu- 
rope, Easyjet plans to expand. It recently or- 
dered a dozen new 150-seater jets, worth 
$500m, from Boeing. In Britain it wants to 


I 


add airports such as Stansted and Liver- 


pool to its existing operations from Luton, ^ | 


In Europe it plans two new hubs. One (if 
EasyJet wins its case in Brussels) will be Am- 
sterdam, where it will compete with KLM. 
The other is Athens (Mr Haji-loannou’s 
hometown), where new traffic should be 
generated by the 2004 Olympic Games. 

Other newcomers are no less optimis- 
tic. Debonair, another British-based firm 
which raised over £25m ($40m) in a stock- 
market flotation this summer, plans a net- 
work between various cities across Europe, 
bringing competition to routes where none 
currently exists. Its founder, Franco 
Mancassola, hopes to apply the lessons he 
learned while working in the deregulated 
American market Once Debonairs net- 
work is fully developed, its aircraft will 
carry passengers between Madrid, Munich, 
Copenhagen, Rome and Barcelona. 

These fledglings, plus the planned ex- 
pansion of international high-speed rail 
travel, amount to a serious challenge to Eu- 
rope's flag carriers. Privatised airlines such 
as BA, Lufthansa and KLM have made slim 
pickings on their flights within Europe 
even at the best of times. The prospects are 
still gloomier for Europe's second division, 
such as Swissair and sas; to say nothing of 
Air France, Alitalia and the other struggling 
airlines still in state ownership. 

In their long-haul businesses, European 

carriers have tried to become more 
competitive by striking alliances with carri- 
ers in other continents. Lufthansa, KLM and 
Swissair have already joined global airline 
alliances. BA's hopes of merging with Amer- 
ican Airlines are currently frustrated, be- 
cause Karel Van Miert, the EU's compe- 
tition commissioner, insists that the 
airlines give up over 350 valuable lending 
slots at London's Heathrow. BA and Ameri- 
can may have to settle for a looser deal that 
will not need formal approval by Brussels. 

Such alliances will do nothing to 
staunch the flag carriers’ losses inside Eu- 
rope. Nor will they compensate for the fact 
thatthe new airlines' labour costs are about 
40% those of big carriers. Virgin Express оЁ 
fers a flexible business-class return fare be- 
tween London and Brussels for £200, com- 


pared with £360 on British Airways. EasyJet - 


offers returns to Barcelona and the South of 
France for about half the usual fares. 

In the face ofthis onslaught, the flag car- 
riers have no choice but to cut costs, and to 
give up some routes. But neither course of 
action is straightforward. Despite having 
cut their payroll from 350,000 to about 
300,000 in 1990-96, a number of European 
airlines still lost money last year. And al- 
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Duty (free) calls 


r IS so hard to scrap a subsidy. Benefi- 
ciaries are few and organised; taxpay- 
ers are many and diffuse. Europe's duty- 
free industry—a boon to airlines, airports 
and ferry companies—offers a classic ex- 
ample. Six years ago Europe's finance 
ministers voted to end duty-free sales for 
travellers within the European Union; to 
give firms that depended on duty-free 
sales time to adjust, they put off abolition 
until July 1999. Far from adjusting, the in- 
dustry has expanded: intra-EU sales rose 
from 3.6 billion ecus ($4.5 billion) in 1991 
to 5.6 billion ecus in 1996. Now the indus- 
try wants more time. | 

At a conference in Brussels on Sep- 
tember 24th, industry representatives 
claimed that abolition of European duty- 
free would threaten 140,000 jobs. More- 
over the loss of duty-free revenues would 
force up air-ticket prices in Europe by 5- 


though three years of buoyant demand 
have lifted wrecks such as Iberia and Olym- 
pic into profit, they will sink into the red 
with the next downturn—especially if they 


are competing against low-cost rivals on 


more routes. 

Wringing out more costs will be no easy 
matter. Even the privatised airlines are 
bumping into limits. Lufthansa has been 
slashing costs since 1992 and sees the need 
for more reduction: =+ provoked a strike 
by its normally сс Папе cabin atten- 
dants this summer, еп it tried to replace 
their panoply of allowances with a basic 
pay structure. Having won that battle, the 
airline now wants to outsource more of its 
activities and hack £1 billion off its operat- 
ing costs, shedding some 5,000 staff, equiv- 
alent to 10% of its workforce. 

Some airlines have tried a more imagi- 
native tack. Belgium’s Sabena has brought 
in Virgin Express to run its service between 
London and Brussels. But despite Virgin’s 






. Flagging carriers 
. European airlines, results, 1996 `` 
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20%, and ferry prices by even more, since 
duty-free produces between 30% and 60% 
ofturnoveron many routes. Peripheral re- 
gions would suffer most. Lobbyists also 
asserted that the 1991 decision assumed 
that tax rates would be harmonised across 
Europe; since they have not been, duty- 


l free should continue. 





cheaper cabin staff and lower costs, indus- 


try observers think that both airlines are 
losing money on the deal. Alitalia has tried 
to run an airline within an airline (called 
Alitalia Team), hiring enthusiastic young- 
sters ready to work at a fraction the cost of 
older colleagues who are on unionised 
wages. But the experience of big airlines in 
America is that it is a struggle to pare costs 
that way. 

Stuck in mid-air 

If further cost reductions are difficult, you 
might expect the big airlines to relinquish 
more short-haul routes in Europe, many of 
which are unprofitable. The snag is that 
many ofthese also supply passengers to the 
profitable long-haul routes. ва made an op- 
erating profit of only £26m on £3 billion of 
European traffic in 1996. But this helped 
fill its lucrative flights across the Atlantic, 
and to South Africa, Asia and Latin Amer- 
ica. Such routes generated nearly all вА% 
£640m pre-tax profit last year. 

For these reasons, some airlines are 
now considering something more radical. 
BA and Lufthansa have already begun to 
use small, cheap, regional airlines to fly 
marginal routes where traffic is never going 
to be plentiful. By franchising such opera- 
tions, BA ensures that at least some passen- 
gers are still funnelled on to its long-haul 
routes. Now both Lufthansa and ва look 
like taking this further, with their plans for 


` low-cost affiliates. 


If Europe's two most successful big air- 
lines do proceed to launch such ventures, 
that will merely compound the vulnerabil- 
ity of the others. State-owned carriers such 
as Iberia and Air France have little room for 


Emotive stuff, with which—judging by 
opinion polls—most travellers would 
agree. But drinks are really just like 
lunches: none of them is free. Dutyfree | 
sales in Europe represent a subsidy of 
some 2 billion ecus a year to the cigarette- 
puffing traveller or the itinerant toper on 
a Baltic booze-cruise. Claims about job 
losses ignore bigger potential gains from 
scrapping this subsidy. Why should tax- 
payers subsidise the fares of travellers, 
who tend to be better off? And like all sub- | 
sidies, duty-free sales distort competition, 
both in travel (not available on trains) 
and in retailing. Against all these blem- 
ishes, failure to harmonise EU taxes in no 
way justifies keeping duty-free. | 

The industry pretends to have con- | 
sumers' best interests at heart. Yet, as any 
duty-free buyer knows, much of the tax 
subsidy shows up not in lower prices but 
in higher profits. Moreover, half of all 
duty-free sales are of tobacco and alcohol, 
hardly the most worthy candidates for 
subsidised consumption. 


| manoeuvre; they are barely profitable even 


after several years of strong growth in traf- 
fic. The boss of Air France resigned earlier 
this month when France's Socialist govern- 
ment scrapped plans to privatise the 
airline. 

Such airlines will not be able to resist 
change for ever. Keith McMullan of Avia- 
tion Economics, a London consultancy, 
points out that it took a combination of de- 
regulation in 1978 and recession in the 
early 1980s to provoke а shake-out in Amer- 
ica. He predicts that in the next European 
recession governments will no longer be 
willing to bail out their flag carriers. It may 
take the threat of bankruptcy to push the 
continent' airlines into a final assault on 
their costs. 
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t: Congestion in the nation’s underfunded 
‘and outdated air-traffic system threatens. 


‘the economy and aviatior safety, and a. 


[rescue will come only through a partial 
(privatization of the Federal Aviation Ad- ` 
: ministration, according to a long-awaited 


government study. | 
The pair of reports by the National Civil 
Aviation Review Commission, expected to 


'be released today, say the U.S. is quickly | 


Tunning out of time to overhaul the FAA | 
'and to fund broad upgrades in the complex | 
‘Systems that manage the world's largest | 
air-traffic network. Without the changes, : 


the panel states, “our nation's aviation 
‘System will succumb to gridlock” and 
‘widespread delays “soon after the turn of 
‘the century.” The panel also breaks new 
‘ground by calling for the industry to 
ing primarily on federal enforcement and 
‘safety rules. 

The report is “а compelling wake-up 
Call about the vital need" to fully fund 


Increase its self-regulation, instead of rely- | 


modernization of the aviation system, said | 


Sen. John McCain, (R., Ariz.). The chair- 
man of the Senate Commerce Committee 
has been briefed on the findings and 


promised hearings next year to examine | 


them. The 21-member commission, led by 
former California congressman Norman 
Mineta, began last April to size up the 
'ЕАА’$ problems and propose remedies. 

. The list of solutions, some of which are 
‘Sure to spark congressional debate next 


‘year, calls for the FAA's air-traffic system | 
to. be placed in a semi-private “‘perform- | 
‘ance-based organization" run by a chief | 


'operating officer and overseen by a board 
‘of directors drawn from the public sector. 

That part of the FAA would implement а. 
.cost-accounting system and be given leas- 
ing and borrowing authority. 


Under the plan, air-traffic-control costs. | 


would be tied to specific services and, 
billed to airlines and others under a user- 
fee system. The panel also recommended 
that airport development be funded at a 
minimum of $2 billion annually over the ! 
next five years. У | 

The panel also recommends that the 
FAA's safety and security functions be 
overhauled to ensure greater authority 
and accountability. 
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, The proposed solutions are a compro- 
'mise of some past efforts. But the findings 


go beyond previous reviews — including a | 


1994 study that called for the FAA's privati- 
zation—partieularly in championing self- 
disclosure and self-audit. Another differ- 
· ence from past studies is that this time, the 
‘Clinton administration and some congres- 
sional leaders have agreed to introduce 
legislation drafted by the commission. . _ 


"This Air Transport Association and the’ 


кч 


| are among the 
groups: that: prodded 


relationship" should be replaced by more 


i Cooperation between industry and govern- 


ment .: 


. , While lawmakers could endorse the 
larger vision, significant disagreement is 
expected over the user-fee concepts. Phil 
Boyer, head of the 340,000-member Air- 


craft Owners and Pilots Association, al- : 


ready has called the findings a “failure,” 
partly for the effect they may have in 
raising discount fares. His complaints 
come despite efforts to mollify general-avi- 

. ation fliers by exempting them from 
the proposed user-fee system. 

"Once Congress lays out how serious 
the safety challenge is, everyone is going 
to take a hit to pay their share," said Sen. 
Ron Wyden (D., Ore.). But he said given 
the cost and political divisions even among 
airlines, “we have a big educational job 
ahead. I don't see this going through like 
grease through a goose." 

The panel will release its report just as 


much of the aviation world is transfixed on | 


this week's National Transportation Safety 
Board hearings exploring the 1996 crash of 
TWA Flight 800. 


At hearings in Baltimore on the July | 


1996 in-flight explosion of Trans World 
Airlines Flight 800, the NTSB has zeroed in 
on possible weaknesses in the inner wiring 
of Boeing 747 fuel-measuring devices. 


The cause of the crash, which killed 239 | 


people, hasn't been determined, but a 
Spark from some source is Suspected of 
igniting fuel vapors in a center tank be- 
tween е wings, ^. ^  .., | 

‚ The board has been intrigued by broken | 
and damaged wires found in the wreckage ' 
and in other aging jumbo jets. In three | 
days of testimony, the board has chal- 
lenged the prevailing jet-design philoso-'! 
phy that merely tries to keep ignition : 
Sources away from fuel, looking instead at 
ways to make jet fuel less volatile. - 
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A world view 


Culture is local. So why are the news media and the enter- 


tainment industry in 


global? The seventh in our 


series on globalisation asks whether it matters if we all 
watch the same shows and listen to the same songs 


N MOST corners of the world, 

the name of Mickey Mouse 
will elicit at least a glimmer of 
recognition. Walt Disney's most 
famous creation was one of the 
first stars with a global name. 
Now, Mickey has become a sym- 
bol—of the influence the United 
States has on global media, and 
particularly on television. Flick a 
remote control almost anywhere 
on earth, and you will see Ameri- 
can products: Hollywood films, 
the CNN news channel, televi- 
sion shows such as "Friends" or 
"The x-Files". 

Until recently, globalisation 
and Americanisation have gone 
hand in hand. But now the me- 
dia business, and especially tele- 
vision, are becoming increas- 
ingly multinational. That trend 
is inextricably linked with an- 
other: an activity that was once 
mainly state-owned апа 
monopolistic is becoming 
privatised and competitive. Both 
developments are driven partly 
by technological change, which 


has both increased the produc- - 


tion and distribution capacity of 
media companies, and reduced 
some of their costs. 

For the moment, the scale of 


America’s role in global media, - 


both as exporter and investor, is 
unique. Other countries are big 
producers of entertainment: In- 
dia, for instance, makes more 
films each year than America (see 
chart 1, and the Mexican 
Televisa network is helping to 
launch digital television in 
South America. But the giants of 
American media, such as Time 
Warner, Walt Disney and 
Viacom, dominate entertain- 
ment export markets and lead 
joint ventures which are creating 
new television businesses 
around the world. Although 
some of the world's largest book 
and newspaper publishers are 
based elsewhere, America is 
home to most of the world's larg- 
est audio-visual companies. 
Governments have not fos- 
tered the globalisation of media. 
Instead, even more than in other 
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industries, they resist foreign in- 
vestment. Most countries restrict 
foreign ownership of television 
channels. In continental Europe 
in particular, some politicians 
want to go further, and ration 
imports of foreign television. But 
do such measures make sense? Is 
the globalisation of media really 
a threat to local cultures? And 


what forces are driving it? 


Tuningi in 
The globalisation of йун 15 


essentially a consequence of the 
transition of broadcasting from 


a medium in scarce supply to 


one of plentiful capacity. For 
most of this century, the limita- 
tions of spectrum have restricted 


x 


yi 


LAS 
(TTR 


x Ti 


the number of television and ra- 
dio channels. That is why, in 
most countries, the state has 
owned and run broadcasting— 
sometimes at arm's length, as in 
Britain and Japan, sometimes di- 
rectly. Even where, as in the 
United States, broadcasting has 
been a commercial and competi- 
tive business from the start, it has 
been heavily regulated. 

The transition to plenty be- 
gan in the United States. The 
sheer size of the country, and the 
absence of public subsidies for 
transmission facilities, has 
meant that the quality of over- 
the-air television signals has 
been worse than in other rich 
countries So most American 
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homes have long had the option 
of television delivered by cable. 
As even quite rudimentary cable 
can carry many more channels 
of television than can be broad- 
cast over the air, America has 
long had far more television 
channels than other countries. 

In the 1980s multichannel 
television began to spread 
around the world. The main 
driver was the falling cost of 
launching communications sat- 
ellites: the technology that had 
once allowed the Soviet Union 
and America to spy on each 
other became an inexpensive 
way to transmit television sig- 
nals. Initially, only cable compa- 
nies could afford the huge anten- 
nas required to capture those 
signals, which they would then 
retransmit to fee-paying sub- 
scribers. In the late 1980s, 
miniaturisation made it possi- 
ble for individuals to pick up 
those signals directly with dishes 
small enough to be mounted on 
the roof of a home. 

The result was a big increase 


іп the capacity of broadcasting 
‘systems. What could fill that ca- 


pacity? National television in- 
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dustries tended to be geared to 
filling the limited number of 
slots on domestic channels—and 
their output was often unad- 
venturous or just plain dull. 
American media groups, 
though, had offthe-peg channels 
such as CNN, Nickelodeon and 
MTV to offer. They were also used 
to producing for a competitive 
market; they had the world's 
most successful film industry; 
and they had huge libraries of 
cartoons, elderly soap operas, 
classic films and other pro- 
grammes пре for reuse. 
` This material has been the 
basis of the expansion of global 
media, an expansion that is now 
accelerating with the arrival of 


.Big on screen 2 a 
· Top ten film producers, 1996 | 
Number of fil 





digital television. Digital com- 
pression typically allows be- 
tween eight and 12 channels to 
occupy the same capacity re- 
quired by a single analogue 
channel. Starting with satellite, 
but moving on to cable and over- 
the-air broadcasting, the ability 
to transmit television pro- 
grammes will thus becorne eight 
to 12 times: greater—and the 
number is rising. 

Two other factors have 
helped to create a market for 
American exports. One is lan- 
guage and culture; the other, the 
curious economics of the 
business. 

Well before the birth of 
multi-channel television, Ameri- 
can films dominated world cin- 
ema. True, in the 1950s and 
19605, they competed with those 
made in Europe. But by the 19705 
European film-making was mor- 
ibund. And American films have 
always been more successful at 
tapping a global mass market 
than any others. 

The average investment for a 
theatrical feature film is $12.3m 
in the United States, compared 
with $6m in Britain and less 
than $5m in France. In addition, 
the American culture that they 
package seems to have a univer- 
sal appeal that may have some- 
thing to do with America's melt- 
inÉ pot or simply with 
Hollywood's commercial cun- 
ning. And English has becorne, 
thanks to the combination of 
British colonialism and Атеп- 
can commercialism, a global 
tongue. All these factors give the 
American entertainment indus- 
try advantages that Japan, say, or 
Germany cannot easily emulate. 

Add to this set of cultural 
strengths a second factor: the 
huge advantages brought by the 
size of the American domestic 
market for entertainment Ас- 
cording to Screen Digest, a Brit- 
ish trade magazine, a major film 
release in the United States is 
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typically shown on 1,300 screens, 
compared with 450 in Germany 
and even fewer in other rich 
countries (see chart 2). 
Television shows enjoy a 
similarly vast home market (see 
chart 3) This is important, be- 
cause television production js a 
business. It costs little 
more to bring the "Oprah 
Winfrey" show to its first audi- 
ence than to its millions of view- 
ers around the world. The main 
expense is Ms Winfrey. The pro- 
ducers of such shows can cover 
their costs at home, and then sell 
around the globe at prices that 
local programmers find hard to 
match. Most European broad- 
casters find that the program- 
ming they make costs between 
two and five times as much as 


` programming bought from out- 


side (see chart 4} Imports are 
thus the cheapest way to fill the 
airwaves. WM, 5 $ 
Side by side with the increas- 
ing import of foreign program- 
ming, there has been a growth of 
foreign—again, mainly Ameri- 
can—investment in media. Once 
more, television has been the 
chief focus. Usually, investment 
takes the form of joint ventures, 
often of m3 "etm 
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ity. This is because restrictions 
on foreign ownership make it 
hard for foreigners to buy local 
stations and networks, and be- 
cause cultural differences make 
it useful to have a local guide. 
The switch to digital is creat- 
ing new opportunities for r- 
eign participation-Partly,* re- 
flects the falling со: of 
distribution, as digitisation has 
cut annual operating costs. In ad- 
dition, governments that would 
never allow foreigners to buy an 
over-the-air analogue channel 
seem willing to let them experi- 
ment with digital channels. The 
same applies to the mobile-tele- 
phone business, where govern- 
ments have been more willing to 
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allow competition with digital 
than with analogue telephones. 
Go home, Mickey Mous: 


But television is not telepruny. 
When foreign companies buy 


into local media groups, or for- 


eign shows appear on television 
screens, people often feel much 
more concerned than they do 
about other sorts of foreign in- 
vestment and imports. 

That is understandable. Me- 
dia and entertainment play spe- 
cial roles in society. The fact that, 
say, Rockefeller Centre in New 
York is bought by a Japanese 
company may be galling but has 
few political repercussions. In 
Britain, where one-third of news- 
paper circulation is conirolled 
by a single foreign company (Ru- 
pert Murdoch's News Corp, 
based in Australia), many people 
resent what they see as foreign in- 
fluence on national politics. 
Some worry that this foreign in- 
vasion will destroy local cultures. 
Others fear the homogenisation 
of distinctive national and re- 
gional tastes. 

Finally, some countries fret 
about the economics of 
globalised media. European 
broadcasters in particular have 
become huge markets for im- 
ported television programming. 
According to Screen Digest, Ger- 
many, France and Britain each 
spends more on such imports 
than Australia, Canada and ја- 
pan combined. 

More than half their spend- 
ing goes on American imports, 
with the result that the continent 
runs a large and growing deficit 
on this account. All told, Europe 
buys about $2 billion a year of 
American television pro- 


grammes; Britain, the only Euro- 


pean country with sizeable pro- 
gramme exports, sells a meagre 
$85m-worth to the entire North 


American market. 
Some Euro govern- 
ments therefore advocate quotas 


on the proportion of foreign pro- 
gramming that national chan- 
nels can show. After a long de- 
bate, the European Union 
agreed earlier this year to a direc- 
tive called “Television without 
Frontiers". Its aim was to keep 
frontiers in place, by insisting 
that half the programming 
shown on European television 
be made within the EU. In the 
face ofintense opposition, led by 
Britain, the words “where practi- 
cable" were added, rendering the 
provision ineffectual. 

Do attempts to restrict for- 
eign influence in the media 
make sense? Take, first, controls 
on foreign ownership of broad- 
casting. When spectrum was ex- 
tremely scarce, it was defensible 
for governments to allocate it 
Once many homes ћ2 = access to 


hundreds of бїрпаПу. com- 


pressed channels, the logic 
diminishes. 

It is, of course, заветни 
for one company, foreign or lo- 
cal, unduly to domir «te а mar- 
ket; but big is not necessarily 


bad. A single television group 
producing several channels with 
different viewpoints is surely 
preferable to several groups with 
almost identical channels. In a 





world with many channels, tele- 
vision may well become a more 
differentiated product, more 
akin to the multiplicity of maga- 
zines than the narrow market for 
national newspapers. 

Indeed, foreign ownership 
may sometimes be a way to en- 
sure diversity. In countries where 
excessive domination by one 
group is a problem (such as Italy, 
where virtually all commercial 
networks are owned by a com- 
pany controlled by Silvio Berlus- 
coni, a former prime minister 
under investigation for various 
transgressions), the problem is 
more likely to be too little foreign 
investment than too much. 

Foreign ownership does not 





necessarily reinforce the ten- 
dency to buy foreign program- 
ming. In television, as every- 
where else, companies usually 
seek to provide the goods their 
customers seem to want. In Asia, 
Rupert Murdoch's plan for a 

pan-regional satellite channel 
панда ш» instead, he has 


.been forced to develop channels 
to suit local tastes. Almost every- 


where, the programmes audi- 
ences like to watch the most are 
their own country's. 

Look at the top-rated shows 
in almost any country, and most 
or all will be local products. Au- 
diences watch imports only as a 
second choice—and American 
television channels increasingly 
repackage their shows when they 
take them abroad to give them a 
local presenter and a local feel. 
In China, for example, Shanghai 
TV is making a Chinese version 
of "Sesame Street", backed by 
America's General Electric, to 
show its 100m viewers. 

In fact, the technological 
change that makes it less expen- 
sive to distribute American pro- 
gramming around the world will 
sometimes help to reinforce lo- 
cal culture. True, global compe- 
tition threatens the survival of 
the high-cost programming that 
many state-owned broadcasters 
in Europe produce. But technol- 
ogy will cut the cost of producing 
cheap-and-cheerful local pro- 
gramming. It will also be less ex- 
pensive to distribute minority 
programming to scattered audi- 
ences around the world. 

This year, for example, a 
group of Taiwanese investors 
launched Space Tv Systems, a 
group of eight digital direct-to- 
home channels, in Chinese, Viet- 
namese, Japanese and Korean, 
for Asians in North America and 
Australia. In this way, the 
globalisation of media may un- 
derwrite a globalisation not 
merely of Mickey Mouse, but of 
the many cultures valued by peo- 
ple who are separated by dis- 


tance from their geographic or - 


ethnic origins. 


A reprint of the eight articles in this 
series of Schools Briefs will be avail- 
able from January 5th 1998, at a price 
of £6.00 in Britain and £7.50 abroad, 
including postage and packing. Dis- 


counts are available for bulk pur- 
chases. Please send your order with 
pre-payment by cheque to: 

The Economist Shop, 15 Regent Street, 
London, SW1Y 4LR For credit card or- 
ders phone +44 (0) 171 839 1937 or fax 
on +44 (0) 839 1921. 
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296 Developing Democracy 


intellectual capital is substantial; raw materials are abundant. Objectively, 
there is no reason why it should not be as affluent as, say, the United States 
of America. The problem lies not so much in the physical aspect of Russia; 
it is, as ever was, a question of whether or not a system of government can 
be found that will stimulate and unlock the creative potential of peoples 
who have for so long been the victims of a grandiose, aberrant, dogmatic 
experiment. I suspect that eventually such a system will be found — but it 
may take a very long time. 
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Government and Private Censorship in 
Nine Western Democracies 
in the 1970s and 1980s 


Kenneth Newton and Nigel Artingstall 
ET 


The study of political communication should therefore be approached in the 
same way as the study of the political system as a whole, namely in terms of the 
interpenetration and reciprocal influences which exist between structures and 
behaviour . . . In the case of public communications, the mass media added a 
new range of structures; but these also act as constraints upon politicians. Newly 
created mass media can start developing independent tendencies which poli- 
ticians may not easily control, unless these impose control on the media. This 
does of course also happen, but some aspect of legitimacy has then to be used in 
order to maintain this control. (Blondel, 1990, pp. 95-101) 


In the Blondelian spirit of the study of comparative government this 
chapter investigates the relationships between structure and behaviour, 
and deals particularly with government and private attempts to impose 
controls on the flow of political information in nine Western democracies. 
In other words, it is concerned with political censorship, something which 
is covered by Blondel's phrase ‘impose control on the media’, but not 
spelled out. That it is touched upon only briefly in Jean Blondel's general 
book on comparative government is hardly surprising; specialists in 
political communications and the media have had remarkably little to say 
about political censorship in the West, even in their general textbooks, 
never mind their specialist research monographs and articles. In part this is 
because political censorship is so antithetical to democratic ideology in 
general. Nevertheless, it exists, and attempts to evaluate it depend first of 
all upon finding out about it, empirically and comparatively. 
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The chapter thus considers three general questions about censorship in 
Western democracies. 


| How and why does the amount of censorship vary among the demo- 
cratic nations of the West? Are constitutional restrictions on govern- 
ments the deciding factors, or are political or cultural factors more 
important? Perhaps there are differences between majoritarian and 
consensus forms of government (Lijphart, 1984), or between Anglo- 
Saxon and other democracies, or between socially heterogeneous and 
homogeneous populations? 

2 Is the rate of government censorship increasing over time? One theory 
argues that modern society is becoming more pluralistic, more open, 
and more difficult to control, and that censorship is becoming more and 
more unacceptable to the general population. Another argues that the 
growth of technological and mass society, and in particular the growth 
of the secret state and the atomic state, makes it both more crucial for 
authorities to control the flow of information, and more possible for 
them to do so. Another approach argues that it is not censorship itself 
which is on the increase, but public sensitivity to the issue, and а 
willingness to report incidents, and to fight them. 

3 To what extent does the government of the day help to create a climate 
of opinion which is followed by private interests and individuals? Do 
governments help to create а prevailing climate of opinion about 
censorship in which private individuals and organizations take their cue 
from public acts and government policy? Noelle-Neumann's theory of 
the spiral of silence (1974) is intended to explain shifts in public 
opinion, but the same sort of explanation might easily apply to 
censorship. In that case an increase in government censorship is likely 
to be followed by an increase in private censorship, and vice versa. 


Attention in the chapter is focused on political rather than other forms of 
censorship. Although all forms of censorship are ultimately political, there 
are still theoretical and common-sense grounds for distinguishing between 
political and other communication. Preventing the broadcasting of news 
about war, defence, unemployment, homelessness, Ог the economy is опе 
thing; censoring pornographic or violent films, or personal statements 
about private individuals, is another. In concentrating on political censor- 
ship we do not wish to make any deep, philosophical point about different 
sorts of censorship, but as political scientists we do want to simplify and 
limit a difficult and complicated research task. 

Nor do we wish to argue that censorship is the only or even the most 
important way of managing and manipulating political communications in 
the modern state (see, for example, Keane, 1991, p. 90). As O'Neil writes, 
‘Worries about censorship are not groundless, but they are typically 
focused only on part of what we need to worry about if we take 
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communicative obligations seriously' (O'Neil, 1990, p. 179). In a similar 
vein, Jansen (1991, pp. 7-8; see also Miller, 1962) distinguishes between 
constituent censorship which, because it is social and informal, is often not 
recognized even though it is pervasive in liberal societies, and regulative 
censorship, the formal and institutionalized version conducted by govern- 
ments and officials. The latter is the concern in this chapter. 

In some ways regulative censorship is the last resort for governments 
wishing to control the flow of information: it concerns attempts by 
governments to keep secret information which others know about and are 
trying to release. Most governments would rather prevent such matters 
getting even this far: they want the very existence of the information kept 
secret. They want to keep the cat in the bag, and the bag well hidden from 
public view. In this sense it may be useful to distinguish between three 
forms of government secrecy: concealment (keeping the very existence of 
information a secret); censorship (preventing the communication of 
information); and cover-up (concealing the act of censorship). This chapter 
will deal only with censorship and cover-up. | 

This however, brings us immediately to the difficult question of what is 
to be treated as censorship, how to distinguish between private and 
government examples of it, and how to collect information about censor- 
ship in the first place. Methodology may be the last resort of the failed 
theorist (or is it the other way round?), but, nevertheless, we will have to 
discuss questions of methodology. 


А Methodological Detour 


The term ‘censorship’, as used here, refers to restrictions placed upon the 
freedom to seek, receive or impart information and ideas. Government 
censorship involves restraint initiated by the government, or by an agency 
of the state or a public official directly responsible to government. Private 
censorship is a residual category of non-government censorship. Censor- 
ship involves an attempt by a first party to prevent a second party from 
releasing information to a third party — usually into the public domain. In 
other words, for censorship to occur, a government or private interest must 
try to prevent someone releasing information or opinion; the term does not 
include attempts to silence dogs which do not bark in the night. 

The term includes successful and unsuccessful attempts to restrict the 
flow of news and opinion. This may be too inclusive for those who argue 
that a clear distinction should be drawn between effective and ineffective 
censorship. On the other hand, unsuccessful attempts to censor are 
important in advanced Western democracies, partly because they are an 
indication of intent, and because a high rate of attempted censorship tells 
us something about the prevailing political climate. Moreover, unsuccess- 
ful censorship may be a shot across the bows, which encourages people to 
think twice in the future, and which may encourage self-censorship. For 
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the same sorts of reasons that political scientists are interested in the 
circumstances resulting in both coups and attempted coups, and that 
criminologists are interested in statistics for robbery and attempted 
robbery, so censorship and attempted censorship are included in this study. 

Not every restriction on the free flow of information counts as censor- 
ship. Spies prevented from selling defence secrets to the enemy, and 
cabinet confidentiality in British government, do not involve censorship. 
Both are widely accepted as legitimate forms of secrecy, not censorship. 
Although it may be that secretive systems of government are also likely to 
be censorious, there is, nonetheless, an important difference between the 
two. The press laws which exist in one form or another in almost all 
societies do not necessarily amount to censorship (Article 19, 1991, p. 420) 
although in some cases they do, and in others they may promote self- 
censorship. 

The term 'censorship' is morally loaded, and the activity is usually 
assumed to be bad. However, no moral worth, praise or blame, is attached 
to the term here. The principles of freedom of speech and expression 
elaborated in Article 19 of the United Nations Declaration of Human 
Rights are qualified (Article 29) by the rights and freedoms of others, and 
by the requirements of morality, public order and general welfare (see 
UNESCO, 1949, pp. 177—280; and Article 19, 1991, pp. 409-20). Censor- 
ship covers actions which seem justifiable in terms of the general good and 
the public interest, and others which seem to be straightforward examples 
of undemocratic action. 

The figures on which this study is based are taken from the publication 
Index on Censorship which has been compiled and produced since 1972 by 
a non-profit-making body in London. The /ndex is independent of all 
governments and parties. Published ten times a year, it contains a section 
called ‘Index Index’ which is ‘A record of censorship, incorporating 
information from Amnesty International, Article 19, Interrights, 
Campaign for Press and Broadcasting Freedom, International PEN 
Writers in Prison Committee (UK), Reporters Sans Frontiéres (France), 
and the Committee to Protect Journalists (US). 

The ‘/ndex Index’ presents brief accounts of current censorship activity 
in a large number of countries. The figures in the tables that follow are 
based upon these reports, They are prepared by independent experts who 
are well informed about their own countrics, and whose reports can be 
checked and verified against other sources. This is because the nine 
countries covered in this study all have a relatively open system of 
government and a reasonably free press which is able to report censorship 
activity. The study could not cover authoritarian or totalitarian systems, 
and it would not make sense to try to compare them with Western 
democracies. 

Perhaps the best way of illuminating the treatment of censorship here is 
to provide an illustrative list, albeit in brief form, of examples of 
government and private censorship in Britain since 1972. 
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Government censorship 


1972 Commons Select Committee on Science and Technology criticizes 
government for declining to publish a government inquiry. 

1977 Philip Agee, an American journalist working on a book about the 
CIA in Europe, is served with a deportation order. 

1977 John Berry, Duncan Campbell and John Crispin arrested under 
Section II of the Official Secrets Act. 

1981 Harriet Harman, legal officer of the National Council of Civil 
Liberties, arrested for disclosing documents the contents of which 
had already been read in open court. 

1982 Adolfo Perez Esquivel, Argentine winner of the Nobel Peace Prize 
1980, refused entry into the UK. | 

1984 Clive Ponting arrested for leaking documents about the sinking of 
the battleship Belgrano. 

1986 The government tries to prevent the British publication of Spy- 
catcher. 

1990 А police report on the Wapping (Times) demonstrations finds that 
the police sought to frustrate members of the media by obstruction 
or violence. 


Private censorship 


1974 "The Newcastle University Union Society withdraws an in vitation to 

Martin Webster (of the National Front) to speak in a debate on 
_ freedom of speech. 

1977 A fire started at the headquarters of the Socialist Workers Party by 
pouring petrol through the letter box and igniting it. | 

1981 ВВС decides not to transmit a lecture by Professor Michael Pentz 
on the nuclear arms race. 

1985 Two accredited journalists expelled from the Labour Party Confer- 


ence. 
1990 BBC admits cutting an interview with a medical officer who stated 
that there are health risks 5: tivir near overhead power cables. 


Because the definitions and methods used by Index respondents may not 
be as systematic and explicit as those required by professional social 
scientists, the entries for one country, the UK, were checked against 
independent newspaper reports. It was not possible to check all sources or 
every newspaper for the 1972—00 period because this would, in itself, be a 
massive task, so two months of The Times were checked (February and 
August) every second year from 1978 to 1988, and the results compared 
with the Index figures. Two conclusions emerged from this validation 
exercise: first, all major incidences of government censorship reported in 
The Times appeared in the Index; secondly, while there were some 
differences in the statistics produced from the two sources, these did not 
vary by more than 7 per cent of each other, except on two occasions. In 
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these cases, The Guardian and The Daily Telegraph were also checked and 
their reports were consistent with those in the Index. 

Confidence in the reliability of the figures based on Index reports is 
further increased by another, entirely independent source of figures on the 
different but related matter of phone tapping in the UK. As we will see 
later, Home Office figures on phone tapping show the same pattern as the 
Index based figures for government censorship in the UK in the mid 1980s. 
While it may be pure coincidence that the Index, The Times, and the Home 
Office figures present the same pattern, it is more likely that they reflect 
events in the real world. 

There is still a fundamental methodological problem, which involves the 
distinction between concealment and censorship. Does a low censorship 
figure suggest an open society in which information flows freely, or does it, 
on the contrary, suggest a government which is so powerful that it has no 
need of censorship? Does.a high censorship figure suggest that the 
government has such а tight stranglehold on politically sensitive views and 
information that it has no need of censorship, or does it indicate the 
reverse? The answer is that we cannot tell, and that ultimately (as in some 
other fields of political science such as elite decision-making or power 
studies) it is a matter of opinion. However, it should be noted that there is 
a real difference between totalitarian dictatorships, with the capacity to 
conceal, and Western democracies, where the power to conceal is more 
limited, and where the interest in some quarters in at least some aspects of 
censorship is intense. 

Another methodological problem is that censorship figures may reflect 
not so much what actually happens in the world, but the political 
sensitivities of people in different countries. Like crime statistics, the 
figures may tell us more about what people feel is important and are willing 
to report, than about what governments are actually doing. Thus countries 
which are insensitive to the problem may have a high incidence of 
censorship, but not report it; countries which are alive to the issue may 
have low rates, but report every minor incident. In this case, the figures 
will suggest the reverse of what is actually going on. We will also return to 
this problem later. 

Because of the labour-intensive nature of combing through the Index 
and compiling tables, we had to choose between taking a relatively small 
number of countries over a long time period, and taking a large number of 
different nations over a shorter time. А pilot study for the UK showed a 
good deal of trendless fluctuation from one year to the next, so it was 
decided to maximize the time period in order to average the figures over a 
few years. This inevitably meant restricting the number of nations. 

Nine nations are covered here. Besides the UK (the initial focus of 
interest) we chose: the USA (as the champion of democracy and freedom 
of speech, with all or most of the constitutional devices to protect them); 
France, West Germany, and Italy (European countries comparable with 
the UK); Australia and Canada (Anglo-Saxon democracies comparable 
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with the UK and the USA); and Denmark and Sweden (which have a 
reputation for open government and freedom of expression). 

At the same time as being comparable as liberal democracies, the nine 
nations represent a relatively wide range of political and social conditions 
among Western nations; large and small; socially homogeneous and 
heterogeneous; unitary and federal; world powers and minor states; old 
and new nations; Anglo-Saxon and others; Catholic and Protestant; and 
consensus and majoritarian. In this sense, the nine nations represent a 
good laboratory of 'most different systems' (Przeworski and Teune, 1970, 
pp. 34—39) among Western democracies, and to this extent constitute a 
good natural laboratory. 


Government Censorship in Theory 


Previous attempts to understand and explain government censorship — or 
closely related matters such as secrecy, confidentiality, or government 
privilege — have not been notably successful. For example, Chapman uses 
the distinction (borrowed from Heine) between monarchist and republican 
countries and suggests that the latter tend to be more open and participa- 
tory than the former (Chapman, 1959, pp. 308-22). Yet France, as an 
example of the republican style, has a reputation for government secrecy 
and control of the means of political communication (Manor, 1977, 
pp. 234-46). . 

Another approach argues that the social and political tensions produced 
by ethnic, religious, linguistic, and cultural diversity tend to create a need 
for secrecy, compared with homogeneous nations which can afford to be 
more open. However, Britain stands out as one of the more homogeneous 
and (by reputation) less open systems in the West. Another theory suggests 
that coalition governments have a greater need of secret negotiating and 
decision-making (Lijphart, 1968, p. 131). However, while both Sweden 
and Denmark have reputations for open and participatory government, 
Sweden has had the longest surviving single-party government in the West, 
and Denmark has had an unbroken history of coalition government for 
most of the twentieth century (Einhorn, 1977, pp. 264-5). 

А different approach emphasizes the importance of international rela- 
tions and questions of national defence and security. One might, for 
example, expect big differences between Norway or New Zealand, on the 
one hand, and a country like Israel on the other. The more a nation is 
threatened, and the closer its enemies are to its borders, the more it will 
tend to protect itself by secrecy and censorship. However, it is difficult to 
explain Britain's reputation in this way. 

The most careful, elaborate, and illuminating treatment of the subject is 
Galnoor's discussion of government secrecy in ten Western nations 
(Galnoor, 1977, pp. 275-313). Basing his approach on the basic but 
inherently contradictory requirements of ‘government privilege to conceal’ 
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(GPTC) and "ће people's right to know' (РЕТК), he groups the cour. 
into two clusters: 


those oriented toward PRTK in their attitudes and laws (Sweden, U.S.A., 
Denmark, Norway and the Netherlands), and those oriented toward GPTC (the 
Netherlands, Germany, Canada, Israel, France, and Great Britain). We can now 
compare the similarities between the countries in each cluster, in such terms as 
size, population density, federal v. nonfederal systems, presidential v. parlia- 
mentary executives, social homogeneity, political stability, and so on. Without 
undue elaboration, even a casual survey demonstrates that the characteristics 
listed above are not significantly related to secrecy or openness. For instance, 
within the ‘more open’ cluster, the U.S.A., on one hand, and the Scandinavian 
countries and the Netherlands, on the other, form two distinct groups with 
regard to most of the above characteristics. More importantly, the U.S.A. is 
considered to be closer to the Anglo-Saxon political systems of Great Britain and 
Canada than to the systems of the Scandinavian countries. Even more perplexing 
are the differences between the five countries in the ‘less open’ cluster discussed 


in various parts of this chapter. 


In spite of the best efforts of political scientists, therefore, the study of 
secrecy and censorship has not made a great deal of progress. What much 
of the discussion and theory lacks, however, is systematic data — national 
data, never mind comparative material. This chapter is an attempt to break 
into the subject again in a comparative way, and we will start at the 
beginning by mapping out some exploratory theory. 

Censorship, like the classic crime novel, requires both motive and 
opportunity. In the case of government censorship in a Western demo- 
cracy, the motive is likely to be provided by a wish to avoid blame or loss of 
political support or popularity resulting from the release of harmful 
information or opinion. In democratic political life, the motive to censor is 
likely to be related to two further considerations: the accountability of 
governments, and the scope of the activities for which they are accountable 
(for a similar approach see Robertson, 1982). 

First, the clearer the lines of accountability and responsibility in a 
political system, the greater the incentive to censor material potentially 
harmful to the government. Conversely, where accountability and re- 
sponsibility are confused, or where the rules of the political game are 
unclear, the greater the chances of diluting blame, or passing it on to 
another unit or level of government, and the less the need to censor. 

Secondly, the greater the government's range of activities, and the wider 
its scope of responsibilities the greater its motive to censor information 
(Einhorn, 1977, p. 263). Conversely, the less a government does, and the 
narrower the range of its duties and responsibilities, the less likely it is to 
have a need or motive for censoring information. In other words, a 
government with minimal caretaker functions may have less occasion to 
censor than a government with a broad range of powers and duties. 

One major factor affects this second consideration. Censorship usually 
involves matters of high politics (defence and key issues of domestic and 
foreign policy) rather than low politics. Since almost all modern govern- 
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ments take responsibility for the majority of high political matters, all may 
be pretty much in the same boat so * asorship?^ «cerned. To put it 
simply, the fact that some governir.z.». are involved with such things as 
sport, the arts, and keeping streets clean, is not likely to do much to the 
censorship figures. 

More importance may be attached to the distinction between govern- 
ments which are powerful and important in the international system, and 
those which play а minor role in world diplomacy. The former are 
likely to have more secrets to keep than the latter. In terms of the nine 
countries covered in the present study, the United States clearly comes out 
at the top of the league, and might be expected therefore to have greater 
need of censorship than, say, Australia or Denmark. Similarly, nations 
which are at war, or which are threatened, especially by near neighbours, 
may have a greater motive to censor than those which are at peace with the 
world, 

To return to the crime story analogy, censorship requires an opportunity 
as well as a motive. So far as opportunity for political censorship is 
concerned, the main factor is likely to be the constitutional position and 
powers of a government. А political system with a clear separation of 
powers, a written constitution, a bill of rights, a narrowly and precisely 
defined realm of official secrets, and with effective freedom of information 
legislation, gives its government far fewer censorship opportunities than a 
political system without any or most of these features. It seems reasonable 
to hypothesize that these must be the overwhelming factors determining 
government censorship rates in different nations. After all, they are at the 
very heart of the centuries-old drive towards limited and constitutional 
government, and they are, in the final analysis, the main determinants of 
the powers and capacities of democratic governments. 

Besides the opportunities presented or prevented by such constitutional 
arrangements, the other main determinant of opportunity is the power of 
thé government itself. In this respect there are two equally plausible but 
contradictory propositions. The first suggests that strong and popular 
governments may not have a compelling need or motive to censor: their 
strength means they need not worry about particular news items, and may 
have more to lose in the politics of the cover-up, than in the news itself. To 
the extent that they are weak, every little bit of good or bad publicity 
counts, and they may be inclined to indulge in a little ‘news management’ 
to help things. The converse may also be true: the stronger the govern- 
ment, the more confident it can feel in getting away with a bit of censorship 
and cover-up, and the more inclined it is to take the risk. 

In totalitarian political systems, concealment is likely to be the most 
important form of government secrecy. As one writer puts it: "The first rule 
of government secrecy is to keep secret the level of government secrecy' 
(Qualter, 1985, p. 152). Failing this, totalitarian government will use its 
power to censor. The power to cover up will be least important, since there 
is little need for it, the public being weakly organized and the norms of 
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open government poorly developed. The more open and democratic the 
government, the more difficult it will find the job of concealment, and the 
more the emphasis will shift to censorship and cover-up. In the most 
democratic systems, the politics of the cover-up may be more important 
than the original act of censorship. Because public opinion is strongly 
mobilized in general against political censorship, cover-up becomes all the 
more important, and all the less acceptable if found out. Perhaps the best 
example is Richard Nixon, who suffered as much, if not more, from the 
entanglements of the Watergate cover-up, as from the comparatively 
minor, though illegal, burglary which started it all. 

To summarize this brief theoretical section, it is suggested that govern- 
ment censorship in a democratic political system is likely to be a function of 
two main factors: motive and opportunity. Motive is likely to depend upon 
several considerations: the degree to which a government is accountable 
and responsible for its actions; the scope of activities for which it is 
responsible; the military and diplomatic role of the country in the world; 
whether it is in conflict or at peace with other nations, especially its 
neighbours; whether the nation is relatively homogeneous or fragmented; 
and whether its government is strong enough to take the risks involved 
with censorship, or, alternatively, weak enough to feel a compelling need 
to do so. The opportunity to censor depends upon having the legal or 
constitutional powers of censorship, and a position of political strength (or 
is it weakness?) both to censor and to cover up the act of censorship. 

Factors which might affect rates of censorship may be grouped under 
five headings. First are international factors such as the size and geopolitical 
importance of the nation, and whether it has enemies, particularly enemies 
close to its borders. Second are the constitutional mechanisms for limiting 
the powers of government, including the presence of a written constitution, 
a bill of rights, freedom of information legislation, the separation of 
powers and federal or unitary forms of government. Third are political 
considerations such as two- or multi-party government, the scope of 
government activities, and traditions of ministerial and cabinet responsibi- 
lity and of crown or executive privilege. Fourth, there are social and 
cultural considerations such as the presence of a homogeneous OT hetero- 
geneous population, and of a participatory or authoritarian political 
culture. And fifth, there are considerations relating to the nature of elites 
and governing parties, and the extent to which they are authoritarian and 
illiberal. 

The five are placed in this order to reflect their hypothesized influence 
over censorship rates: it is hypothesized that the most powerful influences 
will be macro and structural features relating to geopolitical and consti- 
tutional variables, that political and social/cultural factors will have a 
smaller effect, and that the least powerful will relate to the particular 
characteristics of parties and leaders. Geopolitical and international 
relation variables relate primarily to the motive for censorship, while 
constitutional ones bear more directly on the opportunities. 
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The first preliminary observation about government censorship figures is 
that in most countries for most of the time there is a good deal of trendless 
fluctuation. In some countries the reported incidents are few and scattered; 
in Denmark there were only two for the 1972-90 period, and they occurred 
in 1980 and 1982. There were none in Australia between 1974 and 1978, 
followed by three years with one each, and another four years with none or 
one. In other countries, such as France and the USA, the rate is somewhat 
higher, but rises and falls in an apparently random fashion from one year to 
the next. 

Because the figures are often small and variable, they are averaged over 
a period of years. For the sake of convenience we will average the figures 
out for the whole 1972-90 period, but also divide them into an eight-year 
ша in the 1970s (1972-9) and an eleven-year period in the 1980s (1980- 


Table 18.1 Population size and government censorship, 1972-1 990 


Incidents of Incidents of government 
| Population 1980 government censorship per million 
Country (million) censorship population 
USA 227.1 134 0.59 
W. Germany 61.6 13 0.21 
Italy 56. 1 | 0.20 
UK 55.9 162 2.90 
France 53.7 45 0.84 
Canada 23.9 15 0.63 
Australia 14.6 8 0.55 
Sweden 8.3 | 0.12 
Denmark 5.! 2 0.21 
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Table 18.1 presents figures for the total number of censorship incidents 
in each country, 1972-90. However, it may be misleading to analyse these 
(absolute) figures, in the same way that it would be foolish to compare the 
total GNP of, say, the USA and Denmark. The USA has approximately 
forty-five times the population of Denmark, and approximately forty-five 
times its GNP. For comparative purposes it makes sense to use per capita 
figures. However, whereas the most cursory inspection of absolute GNP 
figures shows the need to standardize by population size, the figures in 
Table 18.1 suggest no such thing for censorship. On the contrary, there is 
no relationship between total government censorship incidents and popula- 
tion size. (On the relationship between population size and government 
secrecy see Galnoor, 1977, p. 180.) Italy, with a population three times 
Canada's, has a marginally smaller total of censorship incidents. The UK, 
with only a quarter of the USA's population, has a substantially higher 
censorship rate. 
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The first conclusion, therefore, is that large nations do not generally 
have higher censorship rates, in either absolute or per capita terms, any 
more than smaller ones. Factors other than population size have an 
overwhelmingly greater influence on censorship. Therefore, there is little 
or nothing to be gained by standardizing for population size, as against 
deal: ag with absolute figures. The analysis which follows, therefore, will be 
in terms of raw or absolute figures in. their simplest form. Table 18.2 


presents them. 


Table 18.2 Incidents of government 
censorship, 1972-1990 


UK 162 
USA 134 
France 45 
Canada 15 
West Germany 13 
Italy 11 
Australia 8 
Denmark 2 


Sweden 1 


This table also disposes of some of the propositions discussed earlier. 
The UK and the United States have easily the highest rates of censorship, 
followed, though at a lower level, by France. The lowest rates are found in 
Denmark and Sweden, but with Australia and Italy, and then West 
Germany and Canada, not much higher. This means that there is little 
difference between countries according to their constitutional forms. The 
unitary and the federal systems, the majoritarian and consensual systems, 
and the Anglo-Saxon and other systems, are all mixed together. For 
example, the unitary states rank 1, 3, 6, 8 and 9 on the list, and the federal 
systems rank 2, 4, 5 and 7. The Anglo-Saxon democracies rank 1, 2, 4 and 
7. The majoritarian systems (Lijphart, 1984, p. 216) are numbers 1, 8 and 
9, the majoritarian-federal systems 2, 4 and 7, and the consensual 3 and 6. 

However one arranges, categorizes, or ranks the figures they do not vary 
according to differences of a constitutional or institutional nature. The 
second major finding of the study, therefore, is that in spite of all the 
importance attached to the constitutional requirements of limited, demo- 
cratic government, these do not seem to explain variations in government 
propensity to censor. Given the central importance of freedom of speech 
and the right to information in the modern democratic state, and given the 
significance attached to constitutional devices for maximizing these rights 
and freedoms, the finding seems to run against the grain of conventional 
political wisdom. 

There is, however, one immediate qualification to be made to this 
sweeping conclusion, and it concerns the figure for the UK. In particular, it 
is often said that Britain is one of the most secretive states, if not the most 


Censorship in Western Democracies 309 


secretive in the Western world (see for example Seymour-Ure, 1977, 
p. 157; Qualter, 1985, p. 152), in which case rates of government 
censorship are also likely to be high. There is a fair amount of theorizing 
about why this might be the case (Robertson, 1982), and no lack of recent 
case-history discussion (see for example Peele, 1988, pp. 144—75), but the 
evidence is largely journalistic or impressionistic, and it is rarely if ever 
comparative or systematic. 

When systematic figures are collected from the Index they confirm that 
Britain does, indeed, take its place not merely at the top of the 
international censorship league table, but head and shoulders above the 
rest. The reasons seem to revolve around the UK's rather special 
constitutional and political features, which are probably unique in combin- 
ing most, if not all, of the preconditions creating both the motive and the 
opportunity for government censorship. These include (on the motive side) 
clear lines of accountability and responsibility leading from the electorate 
through the political parties into parliament, and from there to the 
government, its cabinet, and the prime minister. This, in turn, rests upon a 
complex of related features, including: a centralized and disciplined two- 
party (or two-and-a-half-party) party system; a simple majority electoral 
system; single-party government; collective cabinet responsibility; indivi- 
dual ministerial responsibility; and the general characteristics of a majori- 
(апап p...itical system. The broad scope of government responsibilities, 
and the fact that these (especially the matters of high politics) are carried 
overwhelmingly by central government, contributes further to the motive 
for central government censorship. 

The British system also creates the opportunity to censor. With no 
written constitution, no bill of rights, relatively new and weak freedom of 
information legislation, plus the principle of parliamentary sovereignty, 
the government is relatively free to act compared with many (most/all?) 
other Western democracies. Indeed, the British Official Secrets Act, in 
either its new or its old form, is more draconian than its equivalent in 
almost any other Western nation. And the fact that government powers are 
not clearly divided between executive, legislature and judiciary adds to 
central government's opportunity and motive to censor. 

In other words, to return to the comparative analysis, it is probable that 
formal constitutional and legal features of government do limit govern- 
ment power, at least to the extent that the British figures are higher than in 
other countries. This line of argument cannot be extended to explain 
variations among the other countries, however, where there is nothing to 
choose between unitary or federal systems, two-tier or three-tier systems, 
Anglo-Saxon and other systems, or majoritarian and consensual systems. 
In sum, formal and constitutional considerations are only a small part of 
the explanation, and probably serve mainly to distinguish Britain from the 
rest. 

Perhaps, then, it is a matter of culture rather than structure – of religion, 
or tradition, or culture. Unfortunately, cultural factors do not seem to 
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explain much either. The English-speaking Anglo-Saxon countries have 
mixed scores, and so also do those with strong Catholic or strong 
Protestant influences, and those in the north and south of Europe. The 
most homogeneous nations (Britain, France, Sweden, and Denmark) are 
distributed throughout the league table, and nor do two of the most mixed 
and fragmented ones (the USA, Canada) have much in common. 

However, there may be something in the theory which says that 
censorship is partly a function of the military role a nation plays in the 
world. Britain and the USA are at the top of the list, Denmark and Sweden 
at the bottom, with Australia and Italy not much higher. The middle- 
ranking nations (West Germany, France and Canada) fall in between, 
although it is also true that the French figure is much higher than the other 
two. It may also be no coincidence that the two main winning nations in the 
Second World War (the USA and the UK) have easily the highest figures, 
whereas the two losing nations (Germany and Italy) have relatively low 
ones. France, a losing nation on the winning side, falls in between. It is 
possible, therefore, that losing a war (after a great deal of censorship and 
propaganda, in the case of Italy and Germany) makes a population 
suspicious of their government, and results in a restriction of the powers of 
censorship. 

There may be a combined effect in which nations with a history of 
military success and an important military role in world affairs (the two are 
likely to be related, as in the case of the UK and the USA) have high rates 
of censorship, compared with nations which were either recently defeated 
and/or which play a smaller military role in the world (such as Germany, 
Italy, Denmark and Sweden). 


15 Censorship on the Increase? 


One interpretation of the politics of modern democratic states suggests that 
governments are finding censorship more difficult to accomplish, and more 
dangerous even to try. AS technical expertise and skill spreads, as 
populations become more literate and educated, as the means of broad- 
casting news and views become cheaper and easier to master (local radio 
and television, desk-top publishing), as sources of news proliferate nation- 
ally and internationally, and as the democratic demands and expectations 
of citizens develop, so it becomes more difficult to control the flow of 
information centrally, and more counter-productive for democratically 
elected governments to try to do so. 

Another approach — the more pessimistic theories of totalitarianism, 
authoritarianism and elitism — suggests, on the contrary, that the growth of 
technological society, of mass communications, of the nuclear/nerve- 
gas/perm warfare state and of international tensions and terrorism, all 
combine to make it more probable that political authorities will try to 
control the flow of politically sensitive information and opinion, and make 
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it (technically and politically) easier for them to do so. Although there аге 
many different ways in which political authorities can manage and 
manipulate the flow of information, examining changes in the rate of 
censorship over time is one way of testing the strength of democratic and 
pluralist theories against authoritarian and elitist ones. 

At first glance the figures for changes in censorship over time suggest 
that the totalitarian theorists have it. Between 1972 and 1979 the incidents 
of government censorship each year averaged 1.3 per nation, but in the 
1980-90 period this rose to 3.0. In the first period the nine nations together 
were averaging 11.63 incidents per year; in the second decade this almost 
trebled to 27.0. 

However, closer analysis on a country by country basis suggests rather 
different conclusions (Table 18.3). The increase turns out to be largely due 
to dramatic and sustained increases in Britain and the USA. The increases 
are sudden and large, and found in both countries, which suggests that they 
are not simply an artifact of the way the evidence is collected in the first 
place. In Britain the figure rose from an annual average of 3.9 incidents in 
the 1970s to 11.8 in the 1980s. In the United States the equivalent figures 
are 3.25 and 9.8. This means that Britain and the United States, easily 
ranked first and second in the censorship tables for the 1970s, still managed 
to triple their figures in the 1980s. 

The other seven nations register a much lower increase, from а 
combined total of 4.5 incidents per year during the 1972-9 period to 5.36 in 
the 1980-90 period (see Table 18.4). In fact, by far the largest proportion 
of the increase in the 1980s is recorded by the three nations with the highest 
censorship scores for the 1970s — that is Britain, the USA, and France. 
Between them these three show a 166 per cent increase compared with 9 
per cent in the other six nations. By comparison, both Canada and 
Germany show a decrease in censorship, while Australia, Denmark, and 
Sweden show small increases from a low or zero baseline. 

This leaves the pluralist versus authoritarian debate in a somewhat 
ambiguous position. Perhaps it depends on how the figures are interpreted. 
On the one hand, there is an undeniable increase in censorship in seven of 
the nine nations, and no matter how small, it may be taken as evidence 
supporting the authoritarian argument. On the other hand, there ís no 
general pattern among the nine Western nations. Three of them (Britain, 
the USA, and France) show a substantial increase over the nineteen-year 
period, four show a smaller increase on low or zero base figures, and 
another two show a decrease. This seems to suggest not so much a single 
and general development towards either pluralism or authoritarianism, so 
much as different lines of development among different groups of Western 
nations (see Goldthorpe, 1984, pp. 315-43). 

The British and American cases are worth closer attention, if only 
because they account for such a large proportion of the total for all nine 
nations, and show by far the largest increases. The figures from 1972 to 
1990 are shown in Table 18.5. In Britain they fluctuate substantially from 
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Table 18.3 Government censorship in the 1970s and 1980s 
` Government Government Percentage 
censorship Annual censorship Annual increase/ 
incidents average incidents average decrease 
1972-9 1972-9 1980—90 1980—90 1972-9/1980--90 

UK 31 3.88 130 11.82 +204.6 
USA 26 3.25 108 9.82 202.2 
France 16 2.0 29 2.64 * 32.0 
Canada 7 0.88 8 0.73 ~ 17.1 
Germany 6 0.75 7 0.64 — 14.7 
Italy 4 0.50 7 0.64 * 28.0 
Australia 3 0.38 5 0.45 + 18.4 
Рептагк 0 0.0 2 0.18 - 
Sweden 0 0.0 1 0.09 =“ 
Total 93 11.63 297 27.0 *132.2 


Table 18.4 Changes in government censorship in the UK, the USA, 
France and other nations, 1972—1979/1980—1990 





Percentage 
Annual average Annual average increase/decrease 
1972-9 : 1980-90 1972--9/1980--90 
ОК and USA 7.13 21.64 +203.46 
Other 7 nations 4.50 5.36 + 19.19 
UK, USA and France 9.13 24.27 *- 165.86 
Other 6 nations 2.5 2.73 + 9.09 





year to year between 1972 and 1985. In 1986, however, they rise to a new 
high, increase sharply in the next two years and remain at this unprece- 
dented level for the rest of the 1980s. This confirms journalistic and 
impressionistic evidence about the Conservative government in the late 
1980s (cf. Dworkin, 1988, pp. 7-8; Buchan and Sumner, 1989; Article 19, 
1989, p. 3) when there was a series of headline-hitting cases such as 
Spycatcher, "Кеа! Lives', 'Death on the Rock', Zircon, a new Official 
Secrets Act in 1990, a broadcasting ban on Sinn Fein and other politicians 
in Northern Ireland, and bans and cuts in TV programmes, as well as 
government attacks on BBC news coverage of the Falklands and the 
bombing of Libya (see also the list earlier). The figures in Table 18,5 make 
it clear that these were not isolated incidents but part of a trend sustained 
over a five-year period. 

At this point we will make a small methodological detour concerning the 
different but closely related subject of phone tapping. Official figures for 
phone tapping, published by the Home Office, show a sharp increase in 
activity in 1986 and a pattern in subsequent years similar to censorship 
figures in Table 18.5 (Newton and Mitton, forthcoming). In other words, 
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Table 18.5 Annual incidents of government 
censorship in the UK and the USA, 1972-1990 


aa 


UK USA 

эе e S A A 
1972 ] 3 
1973 3 7 
1974 Ü Ü 
1975 3 3 
1976 3 2 
1977 10 2 
` 1979 б 7 
1981 1 5 
1982 4 4 
1986 12 2 
1987 20 ! 
1989 18 30 
1990 17 25 


two independent sources show the same trends in the different but related 
activities of censorship and phone tapping, and although this may be 
coincidence, it is more reasonable to interpret the figures as a reflection of 
something happening in government. 

In the USA the annual figure also fluctuates randomly, usually in single 
figures (none in 1974, ten in 1983), until 1988, the year President Bush is 
elected, when they also rise to more than double the previous highest 
figure since 1972, and stay at unprecedently high levels for the final two 
years of the decade. In fact, in 1989 and 1990, the USA shows every sign of 
overtaking Britain as the league leader for censorship, even exceeding the 
totals for Thatcher’s later years. In another few years it will become clear 
whether this level of activity has been sustained in the United States, and 
whether Thatcher’s departure in 1991 resulted in a fall in the British 
figures. i 

In the 1950s, Edward Shils suggested that security consciousness was 
something new in the United States (Shils, 1956, p. 43), but it now appears 
to be part of the fabric of government (see Rourke, 1977, pp. 113-28). 
Certainly the evidence suggests a need to revise the general view of 
‘secretive’ Britain and ‘open’ America; by the standards of the nine nations 
examined here, both now have secretive and censor-prone governments, 
Rather than a slow but steady erosion of government powers, or at least a 
progressive disinclination to use them (Seymour-Ure, 1977, p. 175), there 
seems to be an accretion of them, | 

Though the pattern of a steep increase followed by high and sustained 
levels of censorship in the UK and the USA is clear in the late 19805, there 
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are still puzzling aspects of the figures which will have to wait for more 
detailed research. Most notably the increase in Britain comes in the last 
year of Thatcher's second term, and is maintained in the third term. 
Similarly, in the USA, the increase occurs in the last year of Reagan's 
second term, and is maintained by Bush in 1989 and 1990. The British 
figures may be part of a more general picture in which the Conservatives 
gain a firmer grip on the machinery of government, and a greater 
willingness to use their power, but why should the American figures take 
off to new heights in Reagan's last year? The explanation requires a closer 
look at the USA, something which cannot be done here, for reasons of 
space. 

Meanwhile, the British and American figures suggest a third pre- 
condition for censorship — the will to act. To return to the crime story, it 
may well be that many people have strong motives and favourable 
opportunities to commit crimes, but the great majority are unwilling to act. 
Similarly, prime ministers and presidents before Thatcher and Bush had 
ample motive and plentiful opportunity to censor, but were unwilling 
to use their powers. What marks off Thatcher and Bush from their 
predecessors, and possibly from many other Western leaders, is not so 
much the political, legal and constitutional constraints on their particular 
governments, but their willingness to use the political powers at their 
disposal. 

This, in turn, reinforces the conclusion that we should be cautious about 
placing too much reliance on the formal and constitutional devices to 
control governments and to protect freedom of speech and information. In 
spite of major constitutional differences, the two countries have far higher 
censorship rates than other Western nations, and similar steep increases in 
the late 1980s. Some of the other nations share features of the British 
political system, some are more like the USA, but all have far lower 
censorship rates than either the UK or the USA. The figures suggest, as 
Karl Popper once put it, that the open society is like a fortress: it must be 
well designed and constructed, but it must also be well manned by people 
who believe in it and are motivated to defend it. 

The findings also cast a little light on the theory that only weak 
governments will resort to censorship, and that strong ones have little need 
of it. In the British case the Thatcher government was strong in terms of 
parliamentary majority, public opinion ratings, and self-image. The 
government used its powers to censor nol because it was driven to 
extremes to protect itself, but, on the contrary, because it had a firm grip 
on government and was willing to use its considerable powers. 


Private and Public Censorship 


The analysis so far has concentrated on government censorship, but there 
are also instances of private censorship which involve no government or 
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public official: trade unions refusing to print news stories, bookshops 
refusing to sell publications, teachers refusing teaching materials, self- 
censorship on the párt of the media, authors and speakers being threatened 
because of their views and writings, or courts of law placing limitations on 
political speech or publication. As with government censorship a good 
many of these cases are extremely complicated, and certainly not simple, 
black and white moral issues. The point of this analysis is not that these 
acts are right or wrong, good or bad, but that whoever commits them and 
for whatever reason, they constitute acts of censorship. According to some 
writers private censorship is at least as important, if not more so, than 
government censorship (Qualter, 1985, p. 149). 

The term ‘private’ in this context means that governments are not 
involved, but only organizations, agencies and individuals who are not 
electorally and constitutionally accountable in the way that governments 
and their officials are. In the great majority of cases the incidents of 
censorship involve purely private individuals and organizations, but in a 
few cases they involve judicial bodies which are formally and actually 
separated from government. 

How do figures relating to private censorship activities compare with 
government censorship: are they unrelated or do they covary? What 
proportions do each contribute to the total national figures? Do different 
nations vary in this respect? Do governments set the mood for private 
censoring activity? In which case, is an increase in government censorship 
likely to be followed by an increase in private censorship activity? 
Conversely, is a spiral of openness likely to be created by a government 
which opposes the use of censorship powers (even its own)? 

The figures in Table 18.6 suggest that patterns of government and 
private censorship covary across time and across nations. The rank 
ordering of the nine countries according to incidents of government 
censorship is almost exactly the same as the rank ordering for incidents of 
private censorship. This holds across time for both the 1972-9 and the 
1980-90 periods. In other words, countries which head the table for 
government censorship in the 1970s and 1980s head the table for private 
censorship as well. 

'There are two exceptions to this pattern, but the first, Canada, is a minor 
one. It deviates rather from the general pattern in the 1970s, but returns to 
it in the 1980s. The second, Italy, is more significant: in both periods the 
contribution of the government towards the total number of censorship 
incidents is substantially lower than that for the other nations. To put it the 
other way round, private censorship activity is more predominant in Italy 
than in the other eight countries. Possibly the special role of the Catholic 
Church has something to do with this, but the question will have to wait for 
more detailed research. 

With this exception, however, the international pattern is fairly consis- 
tent — governments generally contribute between a third and a half to the 


total censorship incidents. When one considers the possible range – from a 
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Table 18.6 Incidents of government and private censorship, 1972-1979, 1980-1990, 1972-1990 
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small fraction of the total, to many times the private figure — this represents 
a notable consistency across nations and time. [t also means that, whatever 
the cause and effect relationship, an increase in government activity is most 
likely to go hand in hand with an increase in private activity. 

This brings us back to the theory of the spiral of censorship and the spiral 
of openness. The best test cases for this theory are the UK and the USA, 
which are the only countries to show a trend over time in the form of a 
major increase in government censorship. Did private censorship activity 
increase after the Thatcher and Reagan/Bush governments raised their 
governments’ rate of activity? The answer is ‘yes’ (Table 18.7). After a 
long period of relatively high but randomly fluctuating figures, and one 
year after the government increase, the incidents of private censorship in 
the UK jump to a new high in 1988. The new high level of private activity is 
sustained in 1989 and 1990 with figures of 14 and 37. 


Table 18.7 Incidents of private censorship in the UK 
and the USA, 1972-1990 





‚ UK USA 
1972 8 4 
1973 8 7 
1974 5 0 
1975 13 1 
1976 5 7 
1977 8 0 
1978 13 6 
1979 8 7 
1980 10 4 
1981 9 3 
1982 l! 2 
1983 12 4 
1984 10 5 
1985 11 4 
1986 13 8 
1987 11 4 
1988 17 39 
1989 14 20 


1990 (SUE 47 


The same thing happens in the United States. After a long period of 
trendless fluctuation in single figures, and in the same year that the 
government figure more than doubles its previous high, private censorship 
more than quadruples its previous high from 8 incidents in 1986 to 39 in 
1988. And in the USA, private censorship also stays at an unprecedentedly 
high level in 1989 and 1990, with figures of 20 and 47. 

In one way the British and American cases confirm the previous 
generalization that rates of private and government censorship follow or 
echo each other closely across nations and across time, but in another way 
the figures are puzzling. If governments help to set a climate of opinion 
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about censorship, one would expect a time lag between government and 
private changes. This happens in the UK, where the private figure jumps to 
a new level a year after the government increase, but not in the USA, 
where the two changes coincide in 1988. In spite of the close association 
between the two sets of figures, therefore, and in spite of evidence 
supporting the spiral of censorship theory, the nature of the association 
between government and private censorship is far from clear, and must 
wait for further research. 


Conclusion 


If the study of political censorship is in its infancy, comparative study has 
scarcely been conceived. Sixteen years ago it was pointed out that 'the 
subject of government secrecy . . . has been neither researched intensively 
nor treated comparatively' (Galnoor, 1977, p. viii). This is still true. It is 
not difficult to understand why: apart from moral and evaluative problems, 
all the difficulties of definition, identification, operationalization and data 
collection are magnified by the demands of systematic comparative 
research, which then still leaves problems of interpretation. 

The problems are not insurmountable. It is possible to collect compara- 
tive data, which are reliable to the extent that they are validated by an 
independent source — a newspaper — and which show a pattern of increase 
in Britain in 1986 which is replicated in Home Office phone tapping 
statistics. To this extent it is difficult to argue that the figures are simply an 
artifact of the ways in which the raw material was collected by the Index in 
the first place. 

Nor (to return to some of the methodological isues raised at the 
beginning) is it easy to explain away the figures as having more to do with 
public sensitivity to censorship than with rates of censorship activity. This 
is unlikely to explain the sudden and large increases in Britain and the 
USA in the late 1980s. Nor can it plausibly explain the low rates of 
censorship activity in Sweden and Denmark: these do not conceal real 
censorship activity which the Swedes and the Danes are either insensitive 
to, or afraid to report. Мог, in the light of all that has been been written, 
and all the hard evidence about the secret nature of the British state, can 
the British figures be the product of nothing more than a special sensitivity 
to censorship. 

There is still the possibility that the Swedish and Danish figures show 
that these governments are particularly good at keeping their secrecy 
secret — that their low censorship figures show how effective censorship is 
in Denmark and Sweden. By the same token, it might be argued, British, 
American and French governments have to contend with leaky state 
apparatuses. This interpretation of the figures is difficult to sustain in the 
light of all the evidence about the five countries. 

This leads to the further point that the censorship figures in the tables are 
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consistent with conventional politica! scientific wisdom about levels of 
secrecy and censorship in Britain, France, Denmark and Sweden. In 
particular, the British figures are consistent with both the evidence and the 
theory about British government and politics, and with the late 1980s trend 
suggested by newspapers. It is not possible to accept these figures but to 
reject others because they happen to be inconvenient or counter-intuitive. 

In other words, the statistics produced here cannot be easily interpreted 
as artifacts of the methods of data collection, or in terms of errors due to 
definition. They do seem to reflect actual censorship activity. It must be 
readily conceded that the figures are likely to be soft around the edges, but 
the fact that they are independently verified, and that it is difficult to 
sustain the obvious objections to them, suggests that they can support 
some generalizations. 

To move on to substantive conclusions. The first concerns the rather 
secondary influence of constitutional differences in setting limits on 
government censorship activity. It is not claimed that formal, consti- 
tutional, or legal limits to the powers of government are irrelevant: the 
unique record of Britain and its particular features of government suggest 
otherwise. Nevertheless, the fact that two very different constitutional 
systems like Britain and the United States rank at the very top of the 
censorship tables, and that President Bush seems to have outdone even 
Mrs Thatcher's censorship record, suggests that government censorship 
requires the pre-conditions of motive and opportunity, but even more it 
requires politicians who have the will to act. Motive and opportunity are 
strongly influenced (or constrained) by the constitutional and political 
factors; the will to act has more to do with individual beliefs and ideology. 

The second major conclusion suggests that neither the democratic/ 
pluralist nor the authoritarian/elitist theories of the modern state are quite 
right so far as censorship is concerned. А comparison of the 1970s and 
1980s shows that although there is a general overall increase in censorship 
activity by governments in the nine nations, this is notable in the cases of 
the USA, Britain, and France, and relatively slight in the cases of Italy, 
Australia, Denmark and Sweden. There is a decline in Canada and 
Germany. This suggests not a general developmental trend towards either 
pluralism or authoritarianism in the West, but developments in different 
directions by different nations. 

The third set of conclusions concerns the close association between 
government and private censorship. With the exception of Italy, there is a 
uniform international pattern: countries with a good deal of government 
censorship have a good deal of private censorship as well, and vice versa. 
This covariance is found across nations and across time. Consequently, 
increases in private and government censorship seem to go together, at 
least in the case of Britain and the USA, which are the only two nations 
which register substantial changes over time. This, in turn, is consistent 
with the spiral of censorship theory, which argues that governments may 
well help to set the prevailing mood for private citizens and organizations. 
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In terms of the five different sets of factors which were earlier 
hypothesized as related to censorship, the results suggest that three are of 
importance, and two not. A country's international and geopolitical 
position (importance in the world system and defeat in war) seems to be of 
some influence in explaining the record of the UK, the USA and France. 
This, in turn, suggests that questions of defence and national security may 
account for a large proportion of government censorship matters — another 
topic which may merit further research. Constitutional mechanisms seem 
to explain at least part of Britain's record. Third, the presence of certain 
sorts of political leadership seems to be surprisingly important in the case 
of Thatcher and Bush (de Gaulle also, perhaps?) and capable, it seems, of 
overriding the constitutional provisions for freedom of speech. Other 
political factors, and social and cultural factors, do not seem to be of much 
significance. 

However, it will take more work on more countries and over a longer 
perio! ^f time before we can be at all confident about these conclusions. In 
parti. ı11, the relatively constant relationship between government and 


private censorship is intriguing and needs further exploration, perhaps with | 


a closer look at Italy as an exception to the general rule. Also an 
examination of the contribution of defence and national security matters to 
the total amount of government censorship might throw further light on 
their apparent importance. Lastly, a closer look at Britain and the United 
States over the past few years, and a follow-up after a further five years, 
will tell us more about why two such different political systems can be so 


alike. 


Note 


We are grateful to colleagues at the University of Essex, especially Kevin Boyle, Ivor Crewe, 
and Elinor Scarbrough, whose comments on a first draft of this chapter, presented to a 
departmental seminar, greatly improved the final version. We are also grateful to Colin 
Seymour-Ure whose thoughtful criticism also forced us to rethink, rework and rewrite the 
original version. 


References 


Article 19. 1989. Liberty. London:International Centre of Censorship. 

Article 19. 1991. Information Freedom and Censorship: World report 1991. London: Library 
Association Publishing. 

Blondel, J. 1990. Comparative Government. London: Phillip Allan 

Buchan, N and T. Sumner. 1989. Glasnost in Britain? Against Censorship and in Defence of 
the Word. London:Macmillan. 

Chapman, B. 1959. The Profession of Government. London: Allen and Unwin. 

Dworkin, R. 1988. 'Devaluing Liberty’. Index on Censorship 17:7-8. 

Einhorn, Eric S. 1977. 'Denmark, Norway and Sweden' in Government Secrecy in Demo- 
cracies, Itzhak Galnoor, ed. New York: New York University Press. 


Censorship in Western Democracies 321 


Galnoor, Itzhak ed. 1977. Government Secrecy in Democracies, ed. New York: New York 
University Press. 

Goldthorpe, John H. 1984. Order and Conflict in Contemporary Capitalism. Oxford: 
Clarendon Press. 

Jansen, Sue Curry. 1991. Censorship: The Knot that Binds Power and Knowledge. New York: 
Oxford University Press. 

Keane, John. 1991. The Media and Democracy. Oxford: Polity Press. 

Lijphart, A. 1968. The Politics of Accommodation: Pluralism and Democracy in the 
Netherlands. Berkeley: University of California Press. 

Lijphart, A. 1984. Democracies: Patterns ој Majoritarian and Consensus Government in 
Twenty-one Countries. Newhaven: Yale University Press. 

Manor, Yohanan. 1977. ‘France’, in Government Secrecy in Democracies. Itzhak Galnoor, 
ed. New York: New York University Press. 

Miller, J. 1962. Censorship and the Limits of Permission. London: Oxford University Press. 

Newton, K. and R. Mitton. Forthcoming. Phone Tapping and Mail Interception in the UK, 
1937-1990. University of Essex. 

Noelle-Neumann, E. 1974. "The Spiral of Silence: A Theory of Public Opinion'. Journal of 
Communication, 24: 43—51. 

O'Neil, O. 1990. ‘Practices of Toleration’ in Democracy and the Mass Media. J. Lichtenberg, 
ed. Cambridge: Cambridge University Press. 

Peele, Gillian. 1988. ‘The State and Civil Liberties’ in Developments in British Politics 2, 
Henry Drucker, et al., eds. London: Macmillan. 

Przeworski, A. and H. Teune, 1970. The Logic of Comparative Social Inquiry. New York: 
Wiley. 

Qualter, Terence H. 1985. Opinion Control in the Democracies. Hong Kong: Macmillan Press 

Robertson, K. 1982. Public Secrets. London: Macmillan. 

Rourke, Francis E. 1977. "The United States' in Government Secrecy in Democracies, Itzhak 
Galnoor, ed. New York: New York University Press. 

Seymour-Ure, Colin. 1977. "Great Britain' in Government Secrecy in Democracies, Itzhak 

‘alnoor, ed. New York: New York University Press. 
Shils, Edward A. 1956. The Torment of Secrecy. London: Heinemann. 
UNESCO. 1949. Human Rights. London: Allan Wingate. 


OEL 


PPMT 203 VIEWGRAPHS: CLASS 4 
MEDIA COMPETITION AND GOVERNMENT 
CENSORSHIP 


js» 
Ww 


WHARTON REPROGRAPHICS 


ШИ Theory of Media Coverage and 


Treatment _ 













high | moderate extensive 
coverage ` | соуегаре 
адуосасу адуосасу апа 
treatment action 








societal | normative conclusions 
significance 
little coverage much coverage 
| factual treatment factual treatment; 
low t interpretation 






low audience interest high. 









cel 


PPMT 203 VIEWGRAPHS: CLASS 4 
MEDIA COMPETITION AND GOVERNMENT 
CENSORSHIP 


131 


К» 
o) 


WHARTON REPROGRAPHICS 


132 





uu 3saza3ur әәцәтрпе мо 
потуе]әлалә{ит + | | m 
juaurjeor [en32ej | Juəuneən [en3oej 
эЗелэлор цопш эЗелэлоо a1131] 


SUOISI[2UOOD 9ATJEULIOU 


џоцов · уошцеод 
pue ќоедолре Аэеролре 


за ојолоз әЗеләлоә 
ƏAISUƏ]xXƏ ојелорош 


|| лигшјигај 
рир әбюләдогу vipa Јо hioay, Ш 








мо] 


ƏSueogru3trs 
ү[ејәтооѕ 


uan 


ат rie rna" КИ 


СНАРТЕК 10 


The Politics of Regulation 


"JAMES Q. WILSON 


The principal argument of this book Is that there /s a politics of regula- 
Поп, To citizens, such a statement will appear self-evident, even trivial; 
to scholars studying the subject, It ls controversial, 

Most Marxists, for example, would disagree, To them, politics is but 
a reflection of the underlying economic order, The bourgeolsle, and 
especially the large corporations, will acquire and use the power of the 
state to protect and enhance their Interests. The clalm that governmen: 
tal authority can be used tb control corporate power would strike the 
traditional Marxist as an absurdity; it would be tantamount to saying 
that the height of the mercury In a thermometer controlled the temper- 
ature In a room, Some Neo-Marxlsts are attempting to develop a theory 


` of the state that allows for the possibility:that political power can be 


assembled and used Independently of economie power, but even they 
would find it most unlikely that this Independence would be exhibited 
with respect to economia regulation, 

But many non-Marxist scholars also doubt that the government wlll 
regulate an fndustry over the objections or against the Interests of 
business, This view, held chiefly but not solely by certain economists, 
does not arise out of any conviction that the historically formed Intar- 
ests of the dominant soolal class always find expression In'the prevailing 


political structure, but rather out of the assumption that Individual 
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JAMES О. WILSON 
behavior can, best be understood by assuming that It is rationally self- 
Interested. Indeed, most economists find the Marxist argument murky 
‘and‘unconvineing precisely because it lacks any psychological theory 
that would explain how class position determines Individual behavior. 


Tho Economlo Perapective 


if 


Such economists as George Stigler have offered a theory to explain 
why, as a rule, "regulation is acquired by the Industry and Is designed 
and operated primarily for Its benefit"! All firms seek to maximize 
profits, and profits can be Increased If competition Is reduced or govern- 
mental subsidies are obtained. Though firms will not refuse subsidies If 
they are offered, subsidies have the disadvantage of Increasing profita- 
bility without necessarily restricting entry Into the Industry. The pros. 


pect of these benefits will encourage new companies to form, Increase. 


competition, and thus reduce each firms share of the subsidies. - 

Far better are government regulations that restrict entry by requir- 
Ing a firm or a member of an occupation to be licensed. By creating such 
political barriers to entry, the per-firm or рег-регзоп profits of truck 
operators, sirline companies, dry cleaners, beaouticlans, doctors, law- 
yers, broadcasters, and other protected enterprises are Increased, “We 
propose [а] general hypothesis," Stigler writes: “Every industry ог occu- 
pation that has enough polltical power to utilize the state will seek to 
control entry." | 

A firm Is able to use state power to Its advantage for two reasons, First, 
the Arms іл any given Industry are fewer In number than the persons 
outside the Industry that must bear the cost of any restrictions on entry. 
Therefore, the Arms seeking political protection find || easier to orga- 
nize to wield political Influence: since the per capita galns to them are 
likely to: be high, they have an Incentive to combine thelr efforts to 
achieve thelr collective епаз/Јп all Икећоод, the more numerous (and 
more diverse) individuals or firms who-will bear the burdens of reduced 
competition will pay only a small per capita cost—the price to the 
typical consumer of reduced competition among taxicabs, dry cleaners, 
airlines, television stations, or lawyers will be either trivial or unnotided, 
This fact, together with the large and diverse nature of the group to bo 
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organized, will inhibit or prevent altogether collective political action. 
Hence, the beneflclarles of regulation have a lopsided advantage in the 


· exercise of Influence, | 
But even If a group has a strong Incentlve to organize, It must still 


acquire’ and use Influence, Stigler's second assumption Is that govern- 
ment officials, Икб business executives or consumers, are rat lonally self- 
Interested, They will seek to maximize thelr votes (If they are elected 
officials) or thelr wealth (If they are appointed officlals) or both. Regu- 
lated firms can supply these resources Ьу providing сатрап contribu 
tions and political advertising to elected offlclals and by supplying lucra- 
tive opportunities for postgovernment employment to appointed ones; 
they may also offer cash bribes, But It 13 not necessary to suppose that 
firms provide cash payoffs to get thelr way. If they can Influence—by 
propaganda or сатрап contributions—the electoral prospects `of 
politicians, then these politicians, once In office, can see to It that thelr 


bureaucratic subordinates, the regulatory oMclals, are selected and in.. 


structed so that-they serve the Interests of the regulated firms. 

Not long after Professor Stigler’s article appeared, ро са! events 
took a turn that is not easily explained by the theory that government 
regulations will serve producers at the expense of consumers by re- 
stricting competition, Тће oll-Import quota that had опса provided a 
substantlal beneflt to certain oll companies was virtually eliminated. In 
1978, the Civil Aeronautics Board became increasingly receptive to the 
entry of new alr carrlers on certain routes and to discount fares, a 
change to which most airlines objected, In 1978, Congress passed а law 
that requires the САВ to allow price competition and will, indeed, 
phase the CAB out of existence by the early 10803, Greater competitive. 
ness was allowed In setting Interest rates раја to bank deposltors and 
brokerage commissions to be charged by members of stock exchanges, 
The Interstate Commerce Commission announced that It Intended to 
reduce substantlally the authority of private trucking organizations 
(called "rate bureaus") to Лх prices chargdd for goods shipped on certain 


truck lines, Restrictions on advertising and fee competition that had. 


been maintained by professlonal groups, such as bar assoclations and 
medical зосіецез, were undercut by court declslons.? 

Public utility commlsslons In varlous states began considering propos- 
als to glve specially low rates to certain residential users—over the 
objections of electric utilities and Industrial consumers of electricity, 
The California РОС approved such a “lifeline” rate and put It Into 
effect, The, Federal Communications Commisston authorized certain 
firms to compete with the American Telephone and Telegraph Com- 
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pany by selling telephones and other devices to be attached to AT&T 
lines, Similarly, the FCC began to move In the direction of easing 
restrictions that had inhibited the growth of cable television as а com- 
petitor-of over-the-air broadoasting and proposed the relaxation of con- 
trols on radio broadcasters. New regulations Increasing the cost of doing 


business were Imposed by the Environmental, Protection Agency, the’ 


Occupational Safety and Health Administration, and the Food and 
Drug Administration. And perhaps most dramatic of all, farmers, long 
thought to be politically the most advantaged of all-occupations, were 
unable to get the government to provide price supports at 100 percent 
of parity even though many of them held a noisy and disruptive demon- 
stration іп Washington, D.C. ! 

'These changes were not predicted by the Stigler theory and could be 
explained by it only with great difficulty, But the problem was not 
simply that of a few economists; scarcely any pollttcal sclentist was 
prepared for the events of recent years, Theodore J. Lowl had de- 
scribed government-business relations as a “new feudalism,” a form of 
“interest-group liberalism” that was immune to planned change, or 
perhaps to any change at all. Murray Edelman had dismissed attempts 
at government regulation of business as a charade—"symbolle politics” 
that soothes consumers by supplying them with a pleasant myth 
rather than tangible benefits Marver Н. Bernsteln had pictured 


regulatory agencies as having а life cycle that began with youthful | 


enthuslasm for the task of consumer, protection, only to end In a senile 
old age in which the agency becomes, at best, a protector of the status 
quo and at worst the captive of the regulated industry.® 

Though each of the theorles had some distinctive features, they 
tended to share a common perspective: that economic groups control 
a disproportionate share of political resources and that these resources 
can be used to control the behavior of administrative agenctes. Thus all 
of them were трио у if not explicitly theorles about politics gener- 


ally, and not simply about regulatory politics. They were statements. 


about what factors motivated persons holding publio office and thus 
about how the behavlor of such persons would change with changes In 
the value of the relevant Incentives. 

In 1976 Sam Peltzman made this general theory explicit by trying to 
` account for the fact that government, on occasion, seemed able to act 


‘contrary to the preferences of organized economic Interests. Whereas 


Stigler had dwelt on the incentives for Arms and occupations to attempt: 


to exercise political Influence (thereby explaining the demand for gov- 


ernment regulation), Peltzman looked more closely at the motives of 
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government offlolals and the incentives to which they might r 
(thus accounting for the supply of government paar Jerem 
suggested that government officials are vote maximizers who arbitrate 
among competing interests that seek to use government to redistribute 
resources, Under differing conditions of supply and: demand, elther 
producer or consumer interests may become more vocal and influen- 
tlal, Accordingly, politicians will favor one or-another Interes} as eco- 
nomle circumstances. give greater urgency to the needs of one or the 
other, Because Interests compete, politicians must reach compromises 
that D yr d heterogeneous coalitions to be formed in 
support of a polloy.? Neither adversa 
м k BE some | ry party gets all it wants; each Is 
The virtues of the economic perspective on regulation are clear, It 
cuts away the naive assumption, sometimes to be found in the minds 
of unreflectivd proponents of regulation, that government officials, uns 
like businessmen or consumers, are selfless, altrulstio individuals. The 
too, respond to'rewards, We want to understand these rewards in aci 
to prediat how they will behave as regulators, Moreover, the economic 
perspective ls a powerful analytical tool; provided the facts are consist- 
ent with the model, it offers an elegant and parsimonious way of ex- 
plaining a great deal of human behavior. | 


1. 
à 


Evaluating Economic Assumptions 


But are the facts consistent with the model? In one 5 | 
self-évidently true: almost all behavior serves E st | | 
somehow defined, and thus Ís self-Interested, But that fs а elreular and 
nearly useless interpretation of the theory, In another sense the model Is 
clearly true some of the time. Very few firms and very fow Individuals 
will refuse to accept a government subsidy [f it is offered them, Virtually 
every effort to weaken or ellminate ocoupational licensing rules has been 
resisted by the licensed occupation. Nearly every move to restore price 
competition or ease barriers to entry has been fought by the Industry 
that has been the beneficlary of price-fixing or entry-restricting regula- 
Ной, Other things being equal, politiolans will prefer more votes to 
fewer and bureaucrats will choose higher salaries over lower ones. 
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To shy tha! refer higher profits, politicians more votes, and 
bureaucrats јаз ас. incomes is! :ke an Important but incom; ‘ate 
assertion. If we wish to explain public policy by reference to such 
preferences, we must be able to say more—to show that pollcles are 
‚ made so that profit-seeking firms can affect the votes won by vote- 
hungry politicians who will in turn constrain the behavior of money- 
hungry (or power-hungry, or status-hungry) bureaucrats, whose behav- 
for will in turn affect the profitability of firms. It is a long and complex 
causal chain, . 


* 


From the examples already mentioned, itt- t clear that the theory 


s useful In all or most cases. If It Is not, it may be because politics differs 


from economies in three Important respects. 

First, politics concerns preferences that do not always have а сот: 
mon monetary measuring rod. In an есопотіс market, we seek to 
maximize our "utllity," а goa! that substan ely can be almost anyth!ng 
but In practice Involves things that have, or con easily be given, money 
values. We may wish to be saints or sinners, to feed the poor or to 
indulge our basest appetites; but so long as we do these things by 
consuming more of something when Its (money) price goes down and 
consuming less of It when Из (money) price goes up, the economist 18 
indifferent to our ultimate purposes. 

In nonmarket relationships, such as in voluntary associations or In 
legislatures, we may also behave in a rationally self-interested manner 
—but we do so In a setting that does not usually permit monetary (or 
‚ quantitative) values to be assigned to our competing preferences In any 
nonarbitrary way. Аз voters, bureaucrats, or legislators, we may wish to 
regulate nuclear energy, provide more Jobs for the unemployed, ге- 
duce the foreign trade deficit, curb inflation, and minimize the cost of 
government; but we have no way of expressing our cholces among 
these partially competing goals in nonarbitrary, quantitative terms. 
- Indeed, if we are typical citizens or canny legislators, we will deny that 
any cholces among these things need be made at alli We want each one, 
and will vote accordingly as each Issue arises. Unlike the economic 
market, where the observer can make the radical but reasonable as- 
sumption that each person has the same motive (rational wealth-max- 
imization), in the political arena the observer can note only that each 
· participant wants ‘different things, and sometimes several different 
things simultaneously, and that each participant assigns a different but 
impossible-to-quantify value to each goal) ` { 

Second, рој са! action requires assembling majority coalitions to 
make decisions that bind everyone, whether or not he belongs to that 
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coalition, When: we make purchases In а market, we commit only our- 


selves, and we consume as much or as little of a given product as ме, 


wish. When we participate іп making declstons In the political arena, 
we are implicitly committing others as well as ourselves, and we are 
"consuming" not only a known product (such as the candidate for 
whom we vote) but also а large number of unknown products (all the 


' policles the winning candidate will help enact). We vote for Lyndon 


Johnson because he promises not to send troops to fight in Southeast 
Asla—and he sends troops to fight there anyway. We vote for Richard 
e because he ls tough оп communists—and then he recognizes Red 
China. Say qs 

- The third and' most Important difference between economics and 
politics 1s that whereas economics Is based on the assumption that 


preferences are given, politics must take into account the efforts- 


made to change preferences, Consumers have “revealed prefer- 
ences,” the origin or value of which Is of little Importance, What peo- 
ple want 13 thought to arise from outside the market—to be "exoga- 
nous," Only how much they purchase із affected by the market. But 
much, ЈЕ not most, of politics consists of efforts to change wants by 
arguments, persuasion, threats, bluffs, and education. What people 
want—or belleve they want—ls the essence of politics. Government 
does not ordinarily operate merely by changing the relative price of 
clean alr, raclal segregation, or an interventionist foreign росу; gov- 
| ament (or persons competing to be its leaders) trles to make people 
want more olean alr, favor racial integration, and support (or oppose) 
an activist policy abroad. 

· Both economics and politics deal with problems of scarcity and con- 
fllcting preferences, Both deal with persons who ordinarily act ration- 
ally. But' politics differs from economics In that it manages conflict by 
forming heterogeneous coalitions out of persons with changeable and 
incommensurable ргеѓегейсез In order to: make binding declslons for 


everyone, Рон са! science Is an effort to make statements about the < 


formation of preferences and nonmarkbt‘methods of managing conflict 
among those preferences; as a discipline, it will be as Inelegant, disor- 
derly, and changeable as its subject matter. Жр 

If various eoonomio theories of regulation have falled to account for 
regulatory behavior that 13 Inconsistent with the notlon of producer 
dominance, It may be because Insufljclent attention has been given to 
one or more of the three difficulties listed above: understanding mo: 
tives, acoounting Гог changing preferences, or recognizing the need for 
heterogenous coalitions, ` кеш 
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The Origins of Rogulation 


The formative experiences of the regulatory agencies described In 
this book do not allow for a single explanation. The Civil Aeronautics 
Board (CAB) was created to help business, but the Occupational Safety 
and Health Administration (OSHA) was formed over the objections of 
business. The. laws administered by the Environmental Protection 
Agency (EPA) were-enacted over the opposition of these segments of 
the economy to be regulated, and one law was passed over the veto of 
a conservative president. The Shipping Act which was to be adminls- 
tered by what later became known as the Гедего! Maritime Commis- 
sion (FMC) was passed over the opposition of the shipowners whom || 
was to regulate, but with the support of shippers it was supposed to 
help. The Civil Rights Act of 1964 that forms the basis for the Office for 
Civil Rights (OCR) was passed as à result of a broad popular movement, 
not to provide competitive advantages for the organizations—schools 
and colleges—that were to be regulated by OCR. Though the Sherman 
Antitrust Act did not have to overcome well-organized business opposi. 
tion, nelther was the chief impetus for its passage the demand of busl- 
ness. There 1з much evidence of Progressive and antibusiness sentiment 
behind the Sherman Act and little,or no evidence of industrial skuldug- 
gery. i 
Some regulatory laws did гесејув support from part or all of the 
relevant sector of business, The bill creating the Federal Trade Сот: 
mission (ЕТС) was supported by some firms that hoped it would restrict 
the predatory practices of thelr competitors and by: other—usunlly 
smaller—firms that found the Sherman Act Inadequate as protection 
against large industrial trusts. But proconsumer sentiment was very 
much a part of the coalition that supported the bill. baute c. 

'The movement for state regulation of electric utilities was champ! 
опей by certain utility magnates, notably Samuel Insull, but It seem: 
unlikely that these state public utility commissions (РОС) would have 
come Into being without the additional support of Progressive polit. 
clans such as Charles Evans Hughes and Robert La Follette, It was t 
curlous coalition: utility executives who feared municipal ownershly 
even by honest regimes jolned by Progressives who feared municipa 
ownership or regulation by dishonest machines. ` ' 

The Civil Aeronautics Board (CAB) was created explicitly to help the 
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tlon, but this objective was not achleved by stealth or subterfuge: There 
had been over a dozen congressional investigations of the alrline Indus- 
try In the years preceding the passage of the Jaw іп 1938 and widespread 
expressions of publio interest In seeing the fledgling airlines grow 
The pharmaceutical manufacturers supported the 1906 Food ава 
Drug Act, In part because It wes only a labeling requirement and In 
part, no doubt, because It would. hurt the makers of patent medicines 
But the pharmaceutical Industry would almost surely have opposed the 
far tougher 1998 law that required testing for safety had not the sul- 
fanilamide disdster made any opposition polftically suicidal. It is not 
clear whether the Pharmaceutical Manufacturers’ Association knew 
what it was letting itself In for when It falled to oppose the 1962 drug 
amendments (that required testing for efficacy as well as safety); since 
then, they have clearly come to regret It. b “ 
What ls striking about thé origins of the regulatory programs studied 
in this book із that In almost every case, the Initial law was supported 
by a rather broadly based coalition. Sometimes industry was eager! 
and happily a part oF that coalition (as with the CAB айа the PUGH, 
sometimes It was а reluctant partner (ав with the 1998 and 1962 dru ! 
amendments), and sometimes ТЕ was an outright opponent (as lih 
much of the environmental and occupntlonal Salary legislation) The 
same pattern seems to be true for major regulatory laws studied b 
others. The act, creating the Interstate Commerce Commlsslon for 
example, provided something for almost everybody: for rallronders ñ 
ban on paying rebates to big shippers; for shippers, а ban on ргісе 
discrimination agalnst short-haul traffic. Even so, most rallroad execu 
tives opposed the bill In its final form.” | | 
Large coalitions are so often formed to support new governmental 


policies because In politics, unlike in the market, declslons must have 


` Justifications, Proponents who have а stake In the. outcome must make 


ап ergument to convince people who do not | 

different one. The argument may bé dood or vs cuire qn — 
whtch It appeals muy change over time, but the argument must per- 
suade, If probusiness values are widely shared, an argument to regulate 
business із hard to make, One must therefore elther Include provisions 
In the bill,that will moderate business opposition (as with the 1906 dru 
laws) or hope for a crisis or scandal that will evoke antibusiness зван. 


+ ments (as with the 1938 and 1962 drug law amendments). 


In recent decades, the percelved је | 
; | . gitimacy-of business ente 
has declined (corporations, especially ofl companies, command ec 
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more public confidence than does organized bor or Congress—l.e., 
hardly any) and thus the concessions that must be made to business 
Interests are fewer and the need for a crisis or scandal is diminished. 
But even In the heyday of Horatlo Alger and popular sermons on the 
virtues of wealth, there was enough antibusiness opinion fomented by 
the Grangers and the muckrakers to make it difficult for any federal 
regulatory law to be purely business-serving. If business Influence was 
to be truly successful, it would have to keep a regulatory proposal from 
being placed on the political agenda In the first place—sometlilng 
which no doubt occurred, but this meant that business thereby forfelted 
the opportunity to use regulation to maximize profits. 

But though broad coalitions were formed in almost avery Instance of 
regulatory legislation, it would be foollsh to claim that this is evidence 
of the public-serving quality of the regulation or to deny that In many 
cases business proponents of the regulations exercised decisive influ- 
ence, To understand the orlgins of regulatlon, we must distinguish 
between cases In which business influence is likely to be strong and 
those In which It 13 likely to be weaker or more easily countered, In 
short, It [s necessary to have a theory that helps us explain the kinds of 
coalitions likely to be formed and the arguments that will have to be 
made to create them. | i 

Elsewhere I have suggested that pollcy proposals, especially those 
Involving economic stakes, can be classified in terms of the percelved 


distribution of their costs and beneftts.!! These costs and benefits may - 


be monetary or nonmonetary, and the value assigned to them, as well 
as bellefs about the likelihood of thelr materlalizing, can change. In- 
deed, changes In the perceptlons of these costs and benefits, at least 
among political elites, have become so common and have had such 
profound ево in recent years that speclal attention will be devoted 
to the phenomenon later In this chapter. N 

The political signifcance of costs and benefits arises out of thelr distri- 
button as well as thelr magnitude, То simplify the analysis, I will empha- 
size the distributlonal effect. Magnitudes are certainly important (poll. 
tics is replete with discussions of “windfall profits,” “tax burdens,” and 
“unmet needs"), but the incidence of these magnitudes і езресјаћу 
relevant to political action. As we shall-see, the distribution of conse- 
quences affects the Incentive to form political organizations and to 
engage In collective action. Moreover, perceptions of the fairness and 
unfairness of a polley profoundly affect the extent to which It 13 ге“ 
garded as legitimate and thus the difficulty (or cost) of finding persun: 
slve Justifications for that росу, | 
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A substantial body of psychological duta supports ше view tut puu- 
ple are quite sensitive to the percelved equity of any allocation of 
rewards,!? They Judge equity by comparing the-ratlo of burdens and 
benefits they must bear with the ratio of burdens and benefits others 
similarly situated must bear: what А gets In return for hls efforts should 
be comparable to what B gets In return for hls, People like legislators 
whose consent 13 necessary for the adoption of а proposed ragutalory 
policy, will feel uncomfortable or even angry If the policy seems Ine- 





quitable, The supporters of such a polloy must respond by odi- ` 
fylng its terms, changing: the рагёёрНоп of its effects, Justifying those. 


о map d n и those effects. In 
the private market, equity Issues are resolved {еда Ea Bh irana 
prices, In the political process, there Is elther no "price" that can be 
altered (shall A or B recelve the television license?) or the participants 
In the дес оп will refuse to allow the matter to be Judged simply as 
а transaction that ћаз'по third-party effects. ! 

Costs and benefits may be widely distributed or narrowly eoncen- 
trated, Income and soclal security taxes are widely distributed; subsidies 
to a particular Industry or regulations imposing costs on an Industry that 
cannot be fully passed through to consumers are narrowly concen- 
trated, Though there are many Intermediate cases, four political situa- 
tions can be distinguished by considering all combinations of the dl- 
chotomous cases, . | р 

When both costs and benefits are widely distributed, we expect to 
find maforitarian politics, All or most of society expects to дап; all or 
most of soclety expeots to pay. Interest groups have little Т ҮН to 
form around such issues Бесацзе no small, « o segment of soclet 






in Industry, an occupation, а locality) can expect to captur pro: 
portlonate shára of the benefits or avold a disproportionate stiare of the 


: Hat seem to offer a net gain to popular 
majoritles are passed: proposals must first get onto the political agenda 
people must agree that It is legitimate for the government to take 
action, and Ideological objections to the propriety or feasibility of the 
measures must be overcome, All these fssties had to be dealt with In the 
Fig " such viduam majorltarian policies as the Soclal Security 
Act of 1935 and the proposal to malint rge | 
before and Just after World War "n pin 4 а а ш 
The passagé of the Sherman Antltrust Act, and perhaps also of the 


` Federal Trade Commission Act, arose out of circumstances that арргох: 


Imate those of тајог и ап politics. No single Industry was to be regu- 


.lated; the nature and scope of the proposed regulations were left quite 
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vague; епу given firm could Imagine ways In which these laws might 
help them (In dealing with an "unscrupulous" competitor, for example). 
But though there was no determined Industry opposition, neither was 
there strong business support. The measures could not be passed until 
popular sentiment supported them (Grangers and muckrakers had first 
to persuade people that a problem existed and that there was a gain to 
be had) and elite opinion was convinced that It was legitimate for the 
federal government to pass such laws. (Prevailing Supreme Court decl- 
slons gave no assurance ahead of time that these measures would be 
constitutionally- permissible and, as it turned out, the reach of the Sher- 
man Act was sharply restricted by subsequent Court rulings.) 

When both costs and bénelits are narrowly concentrated, conditions 
are ripe for interest-group politics. A subsidy or regulation will often 
benefit a relatively small group at the expense of another comparable 
small group. Each side has a strong Incentive to organize and exercise 
political influence, The public does not belleve It will be much affected 
one way or another; though It may sympathize more with one side than 
the other, its voice із likely to be heard In only weak or general terms. 
The passage of the Commerce Act in 1886 resulted from Interest-group 

“politics as each affected party—long-haul and short-haul rallroads, farm 
groups, oll companies, and businessmen representing varlous port citles 
—contended over how, if at all, rallroad rates should be regulated, 
Much labor legislation—the: Wagner Act, the Taft-Hartley Act, the 
Landrum-Crlffin Act, the proposed labor law reform act of 1978-—Is also 
а product of interest-group politics: | 

The Shipping Act of 1916 pitted those who shipped goods by sea 
agalnst those who operated the ships; by and large, the former won. 
Steamship lines had been engaged in price Axing by means of cartels, 
The issue was whether the cartels should be put out of business as n 
violation of the antitrust act (as they almost surely were) or regulated 
in the interests of the shippers. Congress chose the latter course of 
action, allowing the rate-fixing cartels to remain, but not, it would seem, 
because the carriers demanded It. The shippers, in whose Interests the 
rates would presumably be regulated, favored the continuation of the 
cartels because they feared that competition would drive all marginal 
carriers out.of business until only a single monopoly carrler remained, 


‘The legalization of the cartels pleased the carriers even If they opposed _ 


the rate-fixing powers given to whit later was called the Federal Marl- 


time Commission, As with most examples of interest-group polities, , 
| there was something In the final legislation to please each qffected : 


party. 
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try Is to be regulated ín the public interest. We may, In hindsight, 
dismiss such language as vague or even meaningless, but It was not 
meaningless at the time such laws were passed. If someone proposes, 
sincerely or hypocritically, to use the law to make behavior conform to 
general standards of rightness or Justice, then one ls obliged to devise 
more elaborate Justifications—-and thereby mobilize а more extensive 
coalition—than If one gives money away because somebody “needs” It. 
Finally, a polloy may be proposed that will confer general (though 
perhaps small) benefits at a cost to be borne chlefly by a small segment 
of soclety. Wheri this 18 attempted, we are witnessing entrepreneurial 
politics. Antipollution and auto-safety bills were proposed to make alr 
cleaner or cars safer for everypne at an expense that was Imposed, at 
least Initially, on particular segments of industry. Since the Incentive to 
organize ls strong for opponents of the policy but weak for the benelicl- 
arles, and since the political system provides many points at which 
opposition can be registered, it may seem astonishing that regulatory 
legislation.of this sort із ever passed, It 15, and with growing frequency 
in recent years—but It requires the efforts of a skilled entrepreneur who 
can mobilize latent public sentiment (by revealing a scandal or capital- 
(zing on a crisis), put the opponents of the plan publicly on the defensive 
(by accusing them of deforming babies or killing motorists), and associ: 
ate the legislation with widely shared values (clean alr, pure water, 
health, and safety), The entrepreneur serves as the vicarious repre- 
sentative of groups not directly part of the legislative process, Ralph 
Nader was such an entrepreneur, and:the Auto Safety Act of 1966 was 
one result, Polley entrepreneurs are found not only In the politics of 
business regulation, Howard Jarvis was an entrepreneur who helped 
pass Proposition 15 in California; Joseph R. McCarthy was ап entrepre- 
neur when he galvanized large parts of the public into an anticommu- 
nism crusade, | 
Policy entrepreneurs and thelr allles inside the government were In 
large measure responsible for the laws enforced by the Environmental 
Protection Agency. Nader worked both with and ада та Senator Ва. 
mund Muskle to obtain a stringent clean-eir act, Just as he had earller 
worked with Senator Abraham Ribicoff to obtain an auto-safety act. Dr. 
Harvey Wiley mobilized support for the 1906 Food and Drug Act and 
his cause was powerfully alded by the publication of Upton Sinclair's 
The Jungle In 1905. Thirty years later, the appearance of American 
Chamber of Horrors by Ruth Lamb and and 100,000,000 Guinea Pigs, 
by F. J. Schlink and Arthur Kallet helped prepare the way for the 1998 
drug laws, Senator Estes Kefauver and his staff skillfully laid the ground- 
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proposed polley. In some of these роса! patterns, the econoimle In.uc- 
ests of the key actors are both plain and declslve—for example, in most 
forms of client and interest-group politics, In others, economic Interests 
are either not apparent (at least among the proponents) or are not of 
décisive importance—for example, in many instances of entre: 
preneuríal politics, In still other cases, such as certain examples of 
majoritarlan politics, the material Interests of affected partles may be 
plain but not decisive or too dependent on future events to be known 
at all, Any theory that falls to account for these and other varlatlons In 2 , 
regulatory polleles 1$ defective, 
А complete theory of regulatory polltles—Indeed, a complete theory 
of politics generally—requires that attention be ря to bellefs ns well 
as Interests, Only by thé most extraordinary theoretical contortlons can 
one explain the Auto Safety Act, the 1564 Civil Rights Act, the OSHAct, 
or most environmental protection laws by reference to the economic 
stakes Involved, And even when these stakes are Important, as thay 
were in the базе of electric utility regulation, the need for assembling 
a majority legislative coalition requires that argurhents be made that 
appeal to the beliefs (as well as Interests) of broader constlituencles, 
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THE NEW TRADE ORDER: AFTER COCOM 


сосом'5 Cold War Origins and Desian 





In 1948, in the context of the Marshall Plan, the United 
States engaged in a series of discussions on international. 
trade with some of its wartime European allies to address 
concerns about the possible diversion of strategic 
equipment, especially emerging technologies, tothe Soviet 
bloc. In September 1949, informal meetings were held in 
Paris to coordinate the trade and export control policies of 
the participating countries and, with assistance from 
technical experts and engineers, draft a list of strategic 
equipment to be embargoed. These meetings were the 
origin of the Coordinating Committee for Multilateral 
Strategic Export Controls (COCOM). 

COCOM existed until this year as an intergovernmental 
coordinating body. A loose confederation, it was one ofthe 
Cold War's most effective tools for containing the dissemi- 
nation of Western high technology. СОСОМ operated on a 
rule of unanimity, and was based on these objectives: 

• To define common embargo controls on the basis of 
security imperatives without interfering unnecessarily 
with West/East trade. 


e To control the export of strategic equipment and 
technology to "proscribed destinations" (the Soviet 
Union, Warsaw Pact, People’s Republic of China, 
Albania, Mongolia, North Korea, and Vietnam, with Cuba 
and Afghanistan considered special cases). 

• To coordinate national export control policies of 
member countries. 


The Architecture of a New Regime 


Although сосом 5 mandate was restricted to West/East 
transfers, it nonetheless served as a useful body for 
member nations to cooperate globally in areas like control 
lists and licensing standards. 

As the Cold War thawed, the West recognized COCOM 
had outlived its basic strategic rationale. Under Secretary 
of State for International Security Affairs Lynn E. Davis 
characterized COCOM as "a regime born in the Cold War 
[that] ended with the end of the Cold War." COCOM was 
formally disestablished on March 31, 1994. 


Membership in the New Regime 


Membership іп the new regime will differ significantly from Cocow's composition to include countries which were 
proscribed destinations during COCOM's existence. The new regime's broader membership will be consistent with its 
differing goals and character. All member nations of сосом will almost certainly participate. Belgium, Luxembourg, 
France, Italy, the Netherlands, the United Kingdom, and the United States were founding members of cocoM in 1949. 

. During the Cold War, Canada, Denmark, Germany, Norway, Portugal, Japan, Greece, Turkey, Spain, and Australia 
joined. These countries comprised the 17 members of the Committee. 


Six other countries which will likely join the new regime—Austria, Finland, Ireland, New Zealand, Sweden, and 
Switzerland—were designated "сосом Cooperating Countries," receiving selected benefits (trade shipments, licensing, 
and re-export) under COCOM procedures. At present, itis hoped that the Russian Federation will be a founding member 
of the new regime, and that other Newly Independent States and former targets of COCOM controls will be able to 


participate as well. 
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As COCOM was being dismantled, the 17 member states 
recognized the need for a new multilateral regime to 
preserve the pattern of cooperation. In 1993, the United 
States approached its COCOM partners with an idea for a 
more broadly-based security mechanism tailored to the 
post-Cold War world. 

The new regime undergoing construction—there is no 
formal name as yet—must address new threats to global 
peace and security in different regions of the world, 
especially in the Middle East and South Asia. Threats of 
ter"^"sm and proliferation of weapons of mass destruction 
today come from four pariah nations, namely Iran, Iraq, 
Libya, and North Korea. 

While negotiations on the new regime are complex and 
ongoing, its objectives are public and straightforward; 

e Toimprove regional stability and reinforce nonprolif- 
eration regimes by controlling exports of conventional 
arms and sensitive dual-use technology (technology that 
potentially has both military and civil applications) on a 
global and multilateral basis. 

e To deal firmly with transgressing nations. 

• To assist Russia and other newly independent states 
in establishing effective export control systems and 
combatting proliferation. 

The new regime will differ from COCOM in its emphasis 
on nonproliferation and restriction on technology 
exports affecting the development of both conventional 
weapons and weapons of mass destruction (nuclear, 
biological, or chemical warfare threats and their delivery 
systems). The new regime's emerging design is as follows: 
e Members must commit to international nonproliferation 

norms (see box below). 

e The regime will increase transparency (the ability for 
an outside country or agency to track another country's 
sensitive exports) and responsibility in dealing with 
conventional weapons and dual-use items. 

e |n all probability, Russia will be a founding member, 
as will other former communist states that now share 
common nonproliferation objectives. 

e The regime will expand multilateral approaches to 
countries of concern and regions of instability where, in 
the past, U.S. controls have been more extensive. 
Members must adhere to the попргоШегайоп norms, 

but are not required to be members of formal nonprolifera- 

tion groups (see box below). Members must also adhere 
nationally to export control standards and, most impor- 
tant, must have an indigenous national export control 
system in place to monitor effectively technology transfer. 
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Reconciliation in the Interim Period 


Among U.S. officials, there is general agreement that 
the new regime should reconcile arms export controls, 
nonproliferation concerns, and overall international 
trade liberalization. At present, the state of play for the 
new regime may be characterized this way: 


` e U.S. officials originally believed that global export 


controls could be "moved wholesale" to the new regime 

as the basis for new national controls, but controls 

developed to stem technology flows to the communist 
world are not necessarily applicable to less developed 
regions and seekers of weapons of mass destruction. 

e The basis of existing nonproliferation groups is to deny 
exports of the most dangerous weapons systems and 
the technology and materials to produce them. The 
central element of the new regime will be to deny arms 
and sensitive dual-use technology to the most danger- 
ous countries. 

e The United States is committed to and pressing for 
detailed information exchange among members of the 
new regime. 

e Prior notification of arms exports is being considered by 
a small group of major arms suppliers—the United 
States, the United Kingdom, France, Italy, Germany, 
and Russia. 

e |n the new regime, it is unlikely the United States will 
have veto power. The rule of unanimity that operated in 
COCOM effectively allowed one country to block another 
country's exports of concern. The new regime will leave 
final authority for approving or denying exports in the 
hands of national governments. This will also include a 
comprehensive approach to information exchange and 
carefully brokered cooperation between members ofthe 
new regime. 

At a high-level meeting in the Hague in late March 1994, 
representatives of the COCOM countries and other nations 
established a detailed work plan for the ensuing six 
months. All countries present agreed in principle to estab- 
lish a new regime in the near future, with October 1994 
as a goal. 

In this interim period, since COCOM has ceased to exist 
as a functioning committee, its member countries have 
agreed to maintain their respective controls of items on 
the cocoM lists on a national basis and maintain ex- 
treme vigilance with respect to international trade of the 
most sensitive items on those lists—items of direct nonpro- 
liferation concern. 
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Russian Participation and European Security 


Russia's firm footing in ts march toward democracy, its 
economic development as a free market economy, and its 
continuing political reform are all determinants of Western 
security. Russian officials have met with U.S. and Europe- 
an officials considering participation in the new regime. As 
a matter of policy, the U.S. government hopes that Rus- 
sia will be able to participate in all aspects of the new 
regime. At the Moscow summit in January 1994, Secretary 
of State Warren Christopher and Russian Foreign Minister 
Andrei Kozyrev issued a joint statement welcoming 

. .. the decision to establish a new multilateral 

regime for enhancing responsibility and transparency 

in the transfers of armaments and sensitive dual-use 

technologies. This new arrangement would not be 

directed against any state or group of states, and 
would prevent the acquisition of such items for 
military end uses if the behavior of a state is or 

becomes a cause for serious concern . . . 


A memorandum of intent was signed in Moscow on 
January 14, 1994 to "develop cooperation . . . in the area 
of export controls" and addresses specific areas of 
cooperation. The Russian government, at it highest 
levels, is committed to participating in the new regime 
and interested in being one of the founding members. 

Yet, what impact will Russian participation have on 
nascent European security concerns? These concerns 
have largely generated since the October 1993 showdown 
between Russian President. Boris Yeltsin and the Russian 
Federation parliament and the unexpected right-wing 
nationalist gains in the federal assembly election of 
December 12, 1993. 

European security concerns vis-a-vis Russia are more 
than vestigial Cold War fears; they reflect legitimate 
apprehensions about political stability in Russia and 
Eastern Europe. The new regime links stability to interna- 
tional economic security, the liberalization of trade, and the 
continued process of drawing Russia into formal coopera- 
tion with the West as Russia develops economically. 


Nonproliferation Policy 


The United States has a well-articulated policy of reinforcing international norms against the proliferation of weapons 
of mass destruction and sophisticated conventional weaponry. The Clinton administration is taking steps to secure the 
indefinite extension of the Nonproliferation Treaty (NPT) beyond March 5, 1995, the date for review as specified in 
Article 10 of the 1970 treaty. The NPT is the cornerstone of international efforts to prevent the spread of nuclear 
weapons. Negotiating a Comprehensive Test Ban Treaty (CTBT) is likewise a primary arms control policy goal of the 


administration. 


Multilateral approaches to nonproliferation are being expanded, particularly through the Missile Technology Control 
Regime (MTCR), the Australia Group (AG) which targets chemical and biological weapons proliferation control, and the 
Nuclear Suppliers Group (NSG). These agreements provide some political common ground—the nonproliferation norms, 
though not the procedures—for the new regime, Steps are being taken to ensure that these controls do not overlap with 
those of the new regime, while still supporting the same end. There will also be commonality among the existing 


agreements’ memberships and that of the new regime. 


Within the North Atlantic Treaty Organization (NATO), the Alliance Policy Framework on Proliferation of Weapons 
of Mass Destruction was issued on June 9, 1994 in Istanbul. The framework is aimed at "supporting, reinforcing and 
complementing" the existing nonproliferation regimes, and affirms negotiations toward the CTBT. 

The new regime will also enable Russia to stand in partnership with the West and collectively face the most 
consequential and unpredictable threats to global peace and security. Transfers of armaments, the dissemination of 
sensitive dual-use technologies, consultative agreements, regional trade stability, and confidence-building measures 


will all be within the purview of the new regime. 


A few very significant issues remain outstanding: How far will our European allies and Russia go to keep dangerous 
technologies away from dangerous states? Will the new regime have real "teeth," especially with respect to 
conventional weapons? Will Russia be able to accept the complicated obligations attendant upon members in an 
arrangement like this one—especially the commitment to responsible export contro! policy? 





The views expressed herein are those of the author and not necessarily those of the Atlantic Council of the United States. 
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Trade Liberalization 





General trade liberalization is emerging as a hallmark of 
the Clinton administration. Liberalizing trade while protect- 
Ing national security interests is a delicate balancing 
act—particularly with the new regime in its present gestation 
period. 

Pursuant to procedures developed in the Hague in 
March 1994, the United States has liberalized export 
licensing, particularly for trade with the newly indepen- 
dent states and with the People's Republic of China. 

A new class of export license was created in April 
1994—a GLX license—making a broad variety of low-level 
dual-use commodities available to civil users and for civil 
end uses in several formerly restricted country groups. 
Secretary of Commerce Ronald H. Brown articulated the 
administration's rationale. 

This licensing change will make our businesses more 

competitive abroad by liberalizing requirements on 

some items that previously required an Individual 

Validated License, while maintaining controls on 

items and technologies we consider to be sensitive 

for security and nonproliferation reasons. 


The new GLX license is a general export license granting 
broad authority to export certain commodities with no 
written authorization and no physical license. Most of the 
items covered by GLX are industrial use commodities, 
but the liberalization also includes significant openings for 
the export of civil telecommunications equipment and 
high-capacity computers—commodities which can contrib- 
ute to economic growth, and therefore stability, in new 
democracies. 

Even in the midst of significant trade liberalization, 
nonproliferation of mass destruction technology remains 
the foremost U.S. concern. As a result, with GLX nothing 
has changed with regard to exports to North Korea, or 
to the Russian or Chinese military. Items previously 
controlled by the United States during the COCOM period for 
national security purposes, for nonproliferation reasons, or 
for limiting exports to terrorist states will be just as severely 
restricted or summarily denied. Strict licensing policy 
continues in effect for national security reasons on 
very sensitive items such as chemicals that are chemical 
weapons precursors, supercomputers, encryption technolo- 
gy, and sensitive electronic equipment with known signifi- 
cant military applications. 


COMMANDER MICHAEL N. POCALYKO, USN 
Office of the Secretary of Defense 
senior Councillor, The Atlantic Council of the United States 
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Legislation Action Analysis ` 2 7 

to political action"X" (which we favor): 4 + i 
1. What groups/entitites are affected significantly? - 
О 
positively (our friends) E 
| negatively (our opponents) Z 
2. What strategic environment are we in? (Wilson) Ы 


9 majoritaris (dispersed winners v. dispersed losers) 
° entrepreneurial (dispersed winners v. concentrated losers) 
e client (concentrated winners v. dispersed losers) 
e interest group (concentrated winners v. concentrated losers) 
3. Isthe political environment open to action "X"? | 
Is a policy window open or becoming open? 
| What other actions may be competing for this window? 
4. What are our legislative options? 
most preferred to least preferred 
where should we focus our attention? 
5. Can we organize our friends for effective action? 
6. Will groups/institutions opposed to us act? What strategies are they likely to employ? 
Will they be effective? 


7. What аге the most likely outcomes given the available options and likely players? 


160 


Nonmarket Strategies and Legislative Analysis 


Nonmarket Legislative Strategy 


One important nonmarket strategy 1s to attempt to get legislation passed (or altered) that is 
favorable to your industry (e.g. stronger property rights for biotechnology inventions) or that 
differentially favors your firm over other firms in your industry (e.g. Chrysler with smaller, 


higher mileage car offerings fighting legislation that would lower corporate average fuel 
economy levels and benefit GM and Ford which have a lower mileage set of offerings). 


e и... 
`. trying to maintain the status quo. 


ө Án appropriate nonmarket strategy complements one's market strategy and 
favors the firm's strengths. Thus, market and nonmarket strategies should be 
considered together. | 


Identifying а nonmarket strategy that will work requires knowledge of the firm's advantages 
(competences) in carrymg out the strategy and whether that strategy is likely to succeed in the 
world of “political competition," Insta n nunka ас аи 
strategies. 


The Tools 


Ф 
The Wilson "Strategic Environment for Political Action" framework and the "policy window" 
concept are the basic tools that allow an assessment of the likely success of your nonmarket 
поља 


e ПР" 
competition you will be engaging in, with some types being favorable and other 
types being unfavorable to your firm. 


The basic notion is that when a proposed action gives one side concentrated 
benefits (costs) while imposing dispersed costs (benefits) on the other side, 
that action (benefiting the concentrated side) is more likely to prevail. This is 
likely to occur even if overall the dispersed costs are greater than the 
concentrated benefits. 


e Ofcourse, it is still necessary for the action to get on the agenda and get political 
attention. А policy window provides the opportunity for the proposed action to 
get on the agenda. 


WHARTON REPROGRAPHICS 


$5! 


Because it is difficult for "policy entrepenuers" to organize and maintam effective action and attention, 
policy windows are often a necessary condition for actions taken by policy entrepreneurs (organizing 
those with dispersed benefits) to be successful against groups with concentrated costs. | 
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2. The rise of the ‘Bell System’ regime: technology, markets, and public 
Institutional response, 1915—1960! 


The carly years of the telephone industry (1876-1915) belied the reg- 
ulated monopoly it was to become. ‘The years directly, following the 
telephone's invention by A.G. Bell saw substantial struggle over putent 
rights, with others (including Thomas Edison) claiming first invention of the 
device, The holders of the rights to Bell's invention eventually won, and the 


‘The historical material of this section is covered lu. типу works; ace, for exumple, 
Раш ћаћег (1987). 
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t industry developed as a monopoly during the life of the basic Bell patents. 


Telephony at this stage consisted only of what we call today ‘local service’: 
calling from ore telephone station to another within a geographically 
delimited calling area (the ‘exchange’). Initially, copper wire connected cach 
instrument to a ‘central office,': which consisted of a telephone operator and 
a switchboard, By the end of the 19th century, automatic switching (the 
step-by-step, or Strowger, switch) was introduced in many exchanges. 
During the life of the Bell patents, the monopoly over the telephone 
instrument was quite lucrative for its holders. However, the expiration of 
thése patents іп 1892-1893 saw a rapid increase in competition to the 
American Bell Company in virtually all of its exchanges. This increase in 
competition naturally brought with it significantly lower prices for service 
and а signlficanl decline in American Bell profits. By the early 20th century, 
the American Bell Company was in serious financial difficulty, In 1907, 


investment bankers holding much of Bell's low-valued financial assets placed 


Theodore N. Vall, a nationally recognized telephone management expert, іп 
charge of the firm. Over the next decade, Vail instituted the ‘first revolution’ 
in telecommunications: the transformation from an industry based on highly 
competitive local markets for а business/luxury good based on a readily 
available technology, to an industry based on a regulated monopoly of a 
national market for a mass consumer good based on high technology. Ман 
summed up his strategy in his corporate motto: “One System, One Policy: 


Universal Service.” His intent was to turn the industry into а monopoly, 


albeit a regulated one, whose mission would be to bring telephone service to 
every household and extend the reach of the telephone across the country 
and acrass the world. | | 

Several social currents that were strong at the time fil well with this 
Strutepy: . 


* The original busis of the telephone had been the technological innova- 
tion of the telephone instrument; Vail suw the next leap forward as 


long-distance service, which entailed system innovations. In order to — 


keep the telephone monopoly strong, it necded to gain control of the 
day's high technology: radio, vacuum tubes, switching, ete., as it had 
with Dell's original invention. 

® The corporate glants of Amerlen were beginning to turn their attention 
to the mass market. Rallrowds, farm equipment, even automobiles bent 
their efforts to pel their products and services into the many hands of 
the masses. Transforming telephone from n business and rich-consumer 
service luto п mass market Кет fit well with industry trends of the time, 
such as Henry Ford's Model T for the masses. 

ө The American public had grown suspicious of the large "trusts,! and 


had turned to its governments to control what many perccived to be 


WHARTON REPROGRAPHICS. 
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unbridled corporate power beyond anything Adam Smith had cn- 
visioned. ‘The institutions of antitrust law and economic regulation 
сате of пре in this era as nn expression of this populist concern with 
this relatively new form of capitalism. Vnil's strategy was to cooperate 
with (perhaps co-opt) these new forms of social control, seeking to gain 
protection from competitive entry in return for price controls. 


Universal service was the watchword uniting Bell System mnnngers, 
employces, and regulators in а common mission. It justified huge capital 


expenditures, substantial investment in R&D, protection from competitors. 


that could distract the Bell System from its social mission, and n guarantee 
of an adequate rate of return needed to finance this endeavor. The invisible 
hand of vigorous competition of the 18905-19005 was foregone for the more 
visible hand of regulnted monopoly. This was the Dell System. 

It can be argued whether the Bell System was the optimal solution to the 
economic and social problem of developing the national telecommunications 
infrastructure (‘universal service"). However, it is clear that Н certainly was а 
Sel Поп; by the 1960s, over 90% of US houscholds had telephones, and (ће 
míssion had becn accomplished. The regime of high technology and strict 
regulation had maintained the monopoly. Few firms could match the 
technological leadership of Bell Laboratories in this field, and so did not 
have the products and services needed to challenge the Bell System in ils 
markets.’ Further, even if they had, regulation presented усі another barrier 
to entry, In combination, these two barriers sustained the Bell System 
monopoly into the 19605, | 

The task of putting into place the corporate resources to effect this change 
was Herculcun, and occupied Vail throughout the remainder of his life. The 
strategy. was effectively in place by 1915. However, the public policy 
mechanisms required of this new regime took much longer to pul in place. 
Telephone market power wns constralned first by regulation and second by 
antitrust. Antitrust was used sparingly but effectively in telecompunicntions 
in the first quarter of the 20th century, The explicit threat of antitrust action 
in 1913 ended У’; ‘buying spree’ of competitive exchange companies. 
However, further antitrust activity in this industry was not forthcoming until 
the 1949 case ngninst the Bell System, 

Regulation was a new institution in America, and took several decades to 
evolve. Much of the impetus for regulation was the development of electric 


"In аду он, the Dell System was pariy to the Cross-Licensing Agreement of 1920 
(renegntinted in 1926) hy which the major electeical/ctectronic producers In America иргес to 
shore all patents In return Гог which each wus granted exclusive rights to exercise those patents 
In a specific market (public telephony in Dell's cose), This ugreement functioned umil the Inte 
1940s, nnd effecilvely climinnted entry inta telephony from the only firms capable of dolng so. 
See Reich (1977). 
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power utilities in American cities, The first decade of this century saw а 
battle between states and munlcipnlities for political control of electric 
utilities, with states eventually winning regulatory control? The first public 
utility commisslons were established in Wisconsin and New York, in 1908 
and 1909, respectively. Telephone regulation became part of the new 
commissions’ charters, though by no means their main line of business. 
While regulators strictly maintained restrictions against entry, it is not clear 
how vigorously telephone rates were controlled during this carly period, 
Regulation of interstate services were beyond the jurisdiction of the local 
commissions, and hence interstate long-distance service remained an unre- 
gulated monopoly until 1934, when the Communications Act established the 
Federnl Communications Commission. 

The public policy response, then, was substantially slower‘ than the 
technological and market response to changing conditions, Though the 
private side of regulated monopoly was in place before World War 1, the 
public side of regulation was not fully in place until World War И. The form 
of regulation was not settled until the famous Hope Natural Gas case of 
1944, which established the fundamentals of so-called rate-basc rate-of- 
return regulation’ which dominated ulility regulation of all kinds in postwar 
America. As the industry regime Involved a highly capital-intensive monop- 
oly, regulating its price on the basis of its capital investment fit the model 
quite well, Rute-base rate-of-return regulation was by no means perfect, and 
the institution has always had Из detractors, but in the days of a cupital- 
intensive monopoly supplier it is not clenr what other policy choices could 
oulperform it. Again, it is not clear that rate-base ratc-of-return rcgulation 
was the optimal policy response to this regime, but it was at least a workable 
response, at leust through the 19505, 


* For a brlef history of the pollitcal origins of sinte regulution, sce Anderson (1980). Гог an 
nccount af the Intellectual origins of regulation, sco McCaw (194). | | 


t ltnte-bise ratc-af-returm regulation is considerably oller than 1944; however, much legal. 


wrangling ensued over decndes concerning how this form of regulation was to work in order tù 
he “fale to both regulated utilities und thelr consumers. The Море case setiled tic conceptual 
Issues Involved, | 
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4. The regime of competition: technology, markets, and public Institutional 
response (1960-1990) 


The postwar era saw the commercial development of two related tech- 
nologics, both of which owed much to the basic sclence conducted at Bell 
Laboralorics: microwave transmission and solid state clectronics, As noted 
In the previous seetlon, the mastering of microwave led to the deployment 


' muy not ће immediately alivious why unlversal service would ће affected If the Bell 


System lost the broadcasters’ business ta competliors; the argument advanced was that, any à 


profits earned from thls business would help reduce rates to lacnl telephone subscelbers, thus 
enhancing univeraul service, Therefore, losing this business apd lis profits would ralse (or nt 


least nul reduce) leal rates. 
L 
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of microwave transmission systems in the high-capacity intercity Bell 
network, The existing technology of high-capacity cable systems required 
the purchase of continuous right-of-way along the cible route, trenching and 
protecting the cable, and suitable electronics at each end to encode/decode 
the carrier signal. The new microwave technology eliminated the need for 
continuous right-of-way and trenching, requiring Instead radio relay towers 
at 25 mile intervals (line of sight) with nntennac aligned along the route, as 
well ns suitable electronics at cach end. Microwave radio constituted one of 


the first major uses of wireless in а point-to-point mode, 


‘This 15 not to suy microwave radio became the transmission medium of 
choice for all applications. Microwave was cheaper than cable for medium- 
haul systems, roughly 200-1200 mile. For a public utility with access to 
limited eminent domain rights for acquiring rights-of-way and with long 
experience in handling cable, microwave radio was by no means ú universal 
lenst-cost technology. Even in ils range of application, Hs advantages over 
cable were significant but not overwhelming. Further, cable technology was 
itself advancing nt a rapid rate; coaxial systems, such as L3 and L5 were 


- introduced in tho 1950s as very high capacity systems especially suited to 


transcontinental links.’ 

For a potential competitor sccking entry into the lucrative long-distance 
market, microwave had substantial advantages. The technology was more 
broadly understood than conxinl спс transmission, fand need only be 
acquired for antenna sites and not continuous rights-of-way, and, perhaps 
most Important, antennac and associated electronics were fungible, in that 
they could be put to use in other markets, In contrast, cable costs were sunk 
in the most literal meaning of the мога, While microwave did not necessarily 
represent а huge cost advantage over саће, it was a technology that lent 


` itself more easily to deployment by small competitors with limited resources 


who wished to retaln Aexibility in their investments. 

During the (950s, several microwave system suppliers sought permission 
to sell systems to large corporate clients, whose internal communications 
needs were Inrge содивћ to support their own microwave systems. In what 


` has come to be regarded ns a landmark decision, the FCC permitted the use 


of private microwave systems In 1959," its first accommodation to the 
pressures of potentini competition. This accommodation was cautious in the 


. extreme, in that the relevant, market was those customers large enough and 


dispersed enough to support an entire communications network for their 
own internal traffic, While the technology and the markets were ready (ог 
something more serlous, regulators certainly were not. 


"This wos also the репой during which undersea сию was Introduced. 
“In the Matter of Allocation of Frequencies In the Bands Above 890 MC, Report and 
Order, 27 ГСС 359 (1959). 
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Indeed, competition in all long-distance markets would not be permitted 
until 1977," when а sequence of FCC decisions and muddled court cases 
culminated in MCI being permitted to offer its 'Exccunct' service in direct 
competition with the Bell System's switched long-distance service, During 
this twenty-year delay, neither the market nor the technology changed in 
any appreciable way. Both the technology and the market was prepared for 
(һе competitive regime by 1960; it was the public institutions (regulatory 
commissions und the courts) that prevented the adaptation which could have 
brought the benclils of competition to the American people. 


It was not from spitefulness or ignorance that our public institutions acted | 


to forestall benclits to Americans for two decades. Indeed, public-spirited 
and intelligent people abound in all these institutions: regulatory commis- 
sions, ‘legislatures, ind courts: However, the process by which public 
institutions come to decisions has a strong bias toward the status quo and 
therefore against change. Technology and markets, on the other hand, are 
no respecters of the status quo. If more efficient ways can be found to do 
things (such, as transmit long-distance phone calls), markets will quickly 
discard the old and adopt the new. On balance, this leads [о an incrensing 
national income," and justifies our national bias toward competition as the 
driving force of our economy. There is a cost, however; if the ‘old’ that 
markets are about lo discard happen to contro! capital, hold jobs, or have 
other interests in the status quo, they may lose in this transition, even 
though others may gain, and gain substantially more than the losers lose. 
Our public institutions are designed to ensure that this does not happen; 
(hat those with a strong stake in the status quo are protected to the extent 
they can be. In regulated markets (such as telecommunications), (hat 
protection can take the form of preventing change which is healthy for the 
nation as a whole but hurtful to those who have the ear of the regulator (or 
legislator, or judge). 

A similar sequence of events regarding customer premises equipment 
(СРЕ) unfolded contemporaneously. In 1965, Tom Carter filed an anti- 
trust suit against the Bell System for forbidding his customers from 


"Third Circuit Court, Exectinet 11, 580 P. 2d м 590, 

" Obviously, thls salulirious outcome depends upon certain economic conditions obtaining. 
Whether these conditions do in Ѓасі obtain In telecommuntcatluns was and Js the subject of hol 
debate, anong economists und other pollcy analysts. Wa do not nttempt to resolve this issue 
here; wo merely note that despite the ublquitous presence of regulation, the prevailing political 
economy of our nation is In favor of compotlilon unless proven otherwise. 

H CPE, sometimes referred to ns terininal equipment, Is the equipment actually visible and 
used by the customer to originate and receive саћа, Рог n household, this Is a simple telephone 
scl; for n small business, it Is а "key system,’ which appears as и largé-Ish telephone with many 
bultons; for a large business, CPE cnn be an entire switching system (PDX) plus nll the 
push-button phones in its offices connected tu Il. и № 
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connecting his coupling device to their Dell phones. Afler referral to the 
FCC, open competition was permitted in the supply of CPE, via the 
registration program of 1975-1977. Again, the unwillingness of the regula- 
tory and legal process of upsetting a status quo led to n (еп-усаг delay jn 
bringing the benefits of:competition to the CPE market. - 
Of all the telecommunicntions markets opened up to competition during 
this period, CPE was the most obviously competitive. The regulated 
топороју regime of the Bell System had controlled the CPE market пр to 
this point, claiming that total control of сусту aspect of the system was 
required to realize the goal of universal service. The characteristics of the 
market pre-competition are revenling. Product life-cycles were very long: 
the World War I-vintage candlestick phone was not replaced until the 1930s 
with the first cradle phone, In turn, these phones were not replaced until the 
500 set was Introduced (for new subscribers only, of course) in the curly 
1950s. Similarly, PBXs and key systems had product life-cycles measured in 


decades. For a technology-intensive industry, the pace of change was 


singularly slow. In keeping with the expected lifetimes of СРЕ, the 
equipment was highly durable, capable of absorbing severe punishment and 
still functioning. On the other hand, virtually no new features were added to 
the basic telephone for fifty years (except the dial), 

Contrast this with the post-competitive market. Within two years after the 
FCC Registration program, CPE had become а consumer electronics 
market, charactqrized by very rapid product lifc-cycles, high-functionalily, 
and relatively non-durable product. New models were introduced by forcign 
and domestic producers every year (or сусп more often). Automatic dialers, 
memory calling, redial buttons, speakerphones, all began to appear on 
telephones sold in retall stores throughout America, The plain 500 sct, 
sturdy and reliable as it js, simply could not compete In this market. 

It is not for us to Judge whether these fancy but less sturdy phones were 
‘better’ than (ће 500 sets In some fundamental way: What the market did 
prove, and prove conclusively, is that when confronted with the opportunity 
to actually choose, most purchasers opted for Panasonic and Uniden phones 
over Bell System phones. They voted with their dollars, clearly showing 
their preference for the high-function, short-life telephone. Consumer 
electronics soundly defeated public utility telephones for the hearts and 
wallets of those who use them. 

By delaying this competitive process for over a decade, the: regulatory 
process denied to ali purchasers during that delay period the benefits of 
choice and diversity which chnracterize-competitive markets. Unfortunately, 


‘it is only after the market appears that customers realize the value of such 


markets, Customers who were forced to lease (purchase was not possible 
рге-1975) Bell phones during the regulated monopoly regime literally did 
not know what they were missing, what was being denied them by restrictive 
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regulatory practices. As with many such practices, those who stand to 
benefit by relaxing them often are unaware of the possibilities that а more 
competitive markct can bring them. However, there is little doubt that those 
who stand to losc by relaxing restrictive practices (such as the Dell System, 
in this case) are fully awarc of the costs to them of having to (псе 
competitive pressures if restrictive practices аге relaxed, and will fight hard 
before regulatory commissions, legislatures, and the courts to maintain a 
status quo favorable (о them. Thus, public institutions permit the few whose 


5f. вв are obvious to delay, perhaps indefinitely, the flow of benefits, 


speculative in prospect, to the many. 


But Fedcral regulation was not the only public institution that participated 


in the great debate over public policy in telecommunications. Both antitrust 
prosecution by the Department of Justice and continuing attempts to pass 
legislation further stirred the pot. In 1976, the Bell System had introduced in 
Congress the Consumer Communications Reform Act, Stripped of its 
rhetoric, it would have (if passed) reaffirmed by law the nation's commit- 
ment to the regime of regulated monopoly and the Bell System. H did not 
pass, but it did get Congress' attention focused on telecommunications. 
Over the next seven years, bills to reform the industry were introduced and 
debated in committees, Substantial lobbying occurred by those with vested 
interests in these bills; none of which ever got to the House or Senate floor. 
Nevertheless, successive bills were increasingly stringent on Dell's ability to 


. respond to the competition that all hoped would стегре,“ 


Clearly, the US Congress was In favor of ushering in the new competitive 
regime, Just as clearly, it was unsuccessful at doing so. The inability of 
Congress to act absent a consensus of the affected parties, some of whom 


. Stood to lose in a competitive regime, demonstrated the strong bias for the 


mm ши m- 


: Status quo characteristic of public institutions generally, and not just 


regulators. 
In 1974, the Department of Justice filed nn antitrust suit against the Bell 


System, alleging a number of anticompetitive acts and seeking, structural 
remedies. А number of private suits were filed shortly thereafter, and yet 


‘Interestingly, these hills were thought of as *pro-campetltive*, [п that they would put in 


. place n regime In which entry by new Arms would ће ensy nnd response hy the Incumbent would 


be tightly elreumscribedt hy strict rules an behnvior ћу the “бшнш earrler. Apparently, 
Congress and others believed that having a nunihcr of competitors was not only necessary bul 
sufficlent for there to ће competition, Гог economists, the boncflls fram competition occur as a 


‚ result of а process by which firms In а market strive for the consumer's dollar by lower price, 
' higher quality, grcuter convenience, or all of the above. Having lols of competitors із не ћег 


Sa, 
i mar ый a 


necessary nor sufficient for this process (о occur, However, It 15 censier (о measure the number 
of active competitors, ог marked share, than lt 15 to measure thehealth of the competlilvencss 
of a market, ‘Number of competitors’ often serves ns а proxy for competitiveness, usually with 
-bizarre results. . 
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another public institution, the DC court, joined the policy debate, Prelimin- 
ary mancuvers by both Bell and Justice occupied the first seven ycars of this 
trial; the discovery procedures alone were both costly und time-consuming. 


„Мог until the fall of 1981 was Judge Greene in a position to Ісі the trial 


move forward. On January 6, 1982, the parties presented Judge Greene with 
п proposed settlement. After further hearings and modifications, this 
settlement. was accepted by the Court as the Modified Final Judgment 
(МЕЈ), ending the government's antitrust case through the divestiture of 
Bell's Operating Telephone Companies from AT&T. 

Without. doubt, the МЕЈ was decisive in moving the industry toward the 
new competitive regime. Thus, the Court deserves to be commended for 
ending the decades of public ncar-parulysis in dealing with the second 
revolution In tclecommunications: the competitive regime, Neither Congress 
nor the FCC hud been able to break through the logjam of special interests 
to allow full competition where the industry could sustain it. It was the DC 
Court that showed the way. 

Unfortunately, the antitrust case and the court system was likely the worst 
forum for such a regime change, for several reasons: | 


° The nature of the judicial process is that it must focus exclusively on 
the facts of a particular set of actions that occurred in the past. Thus, 

. the. Court iust be backward-lopking and specific, while establishing 
good public policy Is forward-looking and general. Solving the prob- 
lems of à particular case from the 1970s need not be a good wity (0 set 
good public policy for the 1980s, 1990s, and beyond. i 

• The industry has been and continues to be of very grent public policy 
significance. Certainly a major change in regime requires ongoing 
monitoring if not control by some public institution. In fact, this is 
precisely the role’ for ‘which political theorists invented regulatory 
commissions. 1t is not a role that courts normally lake оп. Judge 

_ Greene did assume the ongoing role of supervision of the МЕЈ; 
however, it is unlikely that one man, no matter how intelligent and 
well-motivated, is able to regulate an entire industry on a part-time 
basis. Quite simply, this 15 not a job Гог which our courts are designed. 


Nevertheless, the МЕЈ and the DC Court became the new public 
institution which forced. accammadation of the old regulated monopoly 
regime to the new competitive regime. The central problem which tlie МЕ) 


| addressed was (ће monopoly control of a bottleneck Гасни y (local access) by 


а firm competing in markets (long-distance, CPE) in which its competitors 
required access to this bottleneck. By separating the Bell System into n 
monopoly segment (the Bell Operating Companies, or BOCs) and a 
competitive segment. (AT&T), the МЕЈ removed ппу incentive of the 
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bottleneck owner to undertake anticompetitive practices bused on its market 
power to favor one competitor over another. To use and often-misused 
phrase, It tried to level the playing field, | 

The theory of the case envisioned a tightly regulnted narrowly focuscd 
access monopolist providing access for customers to a broad array of 
competitively provided services and products. Unfortunately, this was not to 
һе, | 


e The newly formed Regional Holding Companies refused to stay in the 


box that AT&T and the Department of Justice had tried to pul them, 


in; their own view of their future was much broader both in product 
and geographic scope. No sooner were the ‘line of business’ restrictions 
upon BOCs announced than the Regional companies sought relief from 
them, 

° On the other side of the. divestiture divide, AT&T, now putatively 
competitive, found itself subject to all the regulations that had existed 
before divestiture, with no immediate ћоре of having regulation lifted 


or even lessened, Indeed, it was many years before AT&T succeeded. 


in having сусп a reduction ‘in the degree of regulation, from rate-base 
rate-of-return to price caps, 


Though regulation was still the general rule, the divestiture and the МГ] 
required all regulators, both state and Federal, to ге- ок their roles in a 
changing environment. Regulators of all stripes largely abandoned the old 
model of regulated monopoly and sought ways lo тике competition work 
(or not work) in their jurisdictions, The public institutions adapted, 
however, imperfectly, to the new regime. 

Agnin, the МЕЈ was not necessnrily the optimal public Institution to 
support the new competitive regime, but it was certainly a workable public 
response to these forces. Further, it signaled change to other public 
institutions: it was time to accommodate to the new world. Broadly 
construed, then, the МЕЈ was the public Institution responsive to the second 
revolution in telecommunications of competition. 

The second revolution In telecominunications brought substantial benefits 
to the consuming public: far more choice and lower costs for CPE, more 
choice and lower cost for long-distance” services. 


[1 


is While most observers view these benefits ns the Irlumph of compeittion, ‘Taylor and Tuylor 
(1993) have argued persunsively Пип this positive outcome was duc principally to the ngpressive 
reductions in carrier uceess chorges mandated by the FCC (sce below), ти conipetition's role 
is more prablemotle, ' £ 
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| companies providing long-distance service, for long: distance: ‘carriers. entering or ‚ч 
| reentering the local service market, and. for telephone and cable companies: competing” 

| directly with eack:other-. In an effort to rationalize:this: "process, Congress passed the: 

CT elecommunications Act of 1996. The ‘ostensible perposes were to end the franchised 
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Telecommunications Act of 1996: 
Deregulation or Reregulation 
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Continued technological advance has. — opportunities fora greater degree | 
of competition in telecommunications services — for the possibility « of local: telephone. ^ 
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as badly as it 


| coupled: wie edie FCC 15 administering it; seems {б кер! ееш. 


matter of telephone deregüfation tied up in ће courts for years. Ga 
First of all, each state regulation commission is charged with ешр 


| guidelines for the entrance of new local carriers. To “help” them i in that task, the FCC 


has provided a massive document of nearly 700 pages. Under the: new rules, an. existing ` 
local carrier must provide a competitor with access to its network ata price | based on. its: | 
most modern technology rather than its actual costs. Thus, the newcomer will: be. able to 
operate at a lower average cost than its existing competitor (who uses both old and: new- | 
equipment) and will be able to do so without making a major investment. pom 

To complicate matters, the existing local telephone companies are forced by state 


| regulators to serve small towns and rural areas at prices substantially below their costs. - 
| This means having to charge business customers and residences in large- Cities rates · | 


substantially above costs. Clearly, this convoluted rate structure (what economists call 
“cross subsidies”) cannot survive a competitive assault from new entrants who can ease 
capacity at low cost. š YS 
The new entrants are likely to focus on such potential customers as = 
businesses, urban residents, and heavy users of long distance whose rates have: Been. kept 
far above costs. ` The new competitors will happily cede to the existing local carriers the: 


` rest of the market where rates are generally below cost, particularly the residential. 


markets in small cities. The average residential customer in 1996 paid about $20 a month | 
for flat-rate local telephone service, while rural residents paid less (the full cost of 


| providing service to rural areas has been estimated at $40-50 a month). 


To compound the problem, many state regulatory commissions are placa to let 
the below-cost rates rise. They prefer instead to finance these subsidies from a "universal 
service" tax on all telecommunications carriers. Furthermore, the FCC is adding on 
charges required by the 1996 law to pay for linking libraries, schools, and medical 
services to the Internet. This hidden tax likely will be levied mainly on business and 
residential customers who have more than one phone. 
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x =, Diss: Largely from Robert W. Crandall, “are ер deg ru ti 
_ Services?” Brookings Institution Policy Brief; March 1997. : 


13 


EE | 


US regulator ri 





= =. — — ر‎ +Z sa: "zs 





Ihe FCC's brief to implement the telecoms act an 











dream job —. and worst night-! : 
At the heart of the US's Tele 
communications Act, passed 15 
months ago today, was a provi-, 
sion for the end of the divisions ! 


that have separated the country’s |. 


long-distance and local carriers. ! 
That, in turn, was meant to bring 
about a competitive free-for-all 
that would slash telecom costs | 
and give the US a big push fur- ! 
ther down the road to becoming | 
an information society. <. 
But details of how that should ^. 
be done were not laid out in the | 


i won for some 

rival telephone ee 
dential and business telephone 

users, have set out to shape the 

$17000 US telephone markets to | 








clear front whatiia been 4? 
highly political piece j z been x: 





callers to-keep the - 


£Basic 10241 phone service at a low ` 
devel. (typically, a flat $15 а: 
month im most US states.) Мг i 


Hundt, though, has had to find а. 
way of eating into the: cross-sub- 
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sidy without making the politi- 1 
cally catastrophic move of forc- . 
ing up the cost of basic local resi- 
dential telephone charges. 

To add to this, Congress 
injected social engineering into 


pre 


the act, requiring the telecoms ; 
industry to provide money for a ! 
Universal Service fund. This is | 


meant to subsidise low-income 
telephone users and people in’ 
thinly populated rural areas. It 
"wil also enable all the country's : 
elementary and. secondary: 
schools, as well as libraries and 
rural hospitals, to be wired up to | 
the Internet. ` 7 
Not surprisingly, talk of reduc- * 
complaints from the Baby Bells. 
And the burden of the Universal 
Service Fund has added-to the 


general complaints. "It is nothing 


= l 
more than a form of taxation," 


says Mr William Gaik, a telecom- 
Inunications expert at Deloitte & 
Touche. "No matter who you 
please, you'll get people riled 
up." ` 


It is not surprising, then, that 
Mr Hundt has probably chosen to 


do the least necessary to achieve . 
-the act's immediate goals. To pay : 


: for е new fund, the FCC has 
. Slapped а new per-line charge on 
businesses and homes that have 


‚ To balance this higher cost, 
though, it has called for an imme- 
„diate '$1.7bn reduction in access 
Charges in the 12 months from 
this July. Much of this will be 
passed straight to long-distance 
telephone customers, thanks to 
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an agreement by AT&T: no 
doubt to bé followed by ‘other? 
long-distance-companies:- ‘to? 
hand over-the savings-it will 
make in the form of lower tele: 
phone rates. © 77 i moro 3 
This has at least іп part: 
pleased the long-distance compa- 
nies. ; : 
Lower bills should stimulate 
more calls, boosting their геуе-! 
nues: however, the bulk of the! 
access charges will remain in the 
system, to disappear only gradu- 
ally as real competition breaks 
out in local telephone markets. 
The Baby Bells, on the other 
hand, were complaining loudly | 
yesterday. "We believe they' are: 
taking the burden of the Univer- 
sal Service ла -off the 
long-distance companies and put- 
ting it on the local customers," 
said BellSouth, which serves the 
The damage to these compa- 
nies is far less than it appears, 
however. The Bells will not sus- 
tain an instant $1 7bn hit to their 





collective profits. Access charges . 


would probably have fallen 


$700m anyway, tied to productiv-. 


ity improvements at the Bells. 
And a change in the way access. 
charges are assessed will help 
them recover some of the money. 

More important, perhaps, is the 
FCC’s decision to leave the 


aceess charge system largely in 


piace — ` something. that will: 
· reduce a concern that has hung: 
Over the Bells for some time. `. : 


МА А аи т 


. Richard Waters 
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From The Brookin 


MCI Played the Regulation Game and Lost 


By Robert W. Crandall 


Two decades ago, MCI was a maverick 
young company that despised regulation. 
Now, the nation's second largest long- 
distance carrier will apparently be swal- 
lowed up by WorldCom, the end game of 
MCPs doomed attempts in recent years to 
exploit the regulatory process. MCI tried to 
ward off competition, but all it did was 
depress the price of its own stock to a level 
that attracted today's maverick, WorldCom. 

Under the bold leadership of the late Bill 
McGowan, MCI had the audacity first to 
take on AT&T and then to defy the Federal 
Communications Commission. In the 1960$, 
MCI saw an opportunity to provide small- 
and medium-size businesses the dedicated 
telephone lines that AT&T was offering at 
enormous markups. The FCC granted MCI 
a license to provide only these services in 
1969, not as part of a general policy of 
deregulation, but because MCI’s limited 
entry could provide the commission with 
cost information that would be useful in its 
regulation of AT&T. 

McGowan. was too resourceful to be 
satisfied with such a limited mandate. He 


knew that the FCC had kept AT&T’s long- 
distance rates obscenely high in order to 
subsidize its local residential rates, and he 
wanted a piece of the much larger general 
long-distance market. In the 1970s, he 
simply began to offer this service without the 
FCC’s permission. McGowan embarrassed 
the commission in the federal courts by 
demonstrating that there was no good 
argument for keeping his company out of the 
market. MCI even succeeded in persuading 
the Justice Department to sue AT&T for 
perpetuating its monopoly by denying MCI 
and others interconnection rights to local 
Bell companies' circuits. 

Once AT&T was broken up in 1984, 
MCI grew rapidly and became part of the 
regulatory club, routinely arguing against the 
deregulation of AT&T. MCI, AT&T and 
Sprint co-existed comfortably by charging 
prices that remained well above costs. The 
most formidable potential competitors—the 
Baby Bells—were barred from the long 
distance market by the AT&T consent 
decree. State regulators, meanwhile, largely 
excluded the long-distance carriers from 


This opinion piece was published in The Wall Street Journal on November 13, 1997 and written 
by Robert W. Crandall, a senior fellow in the Brookings Economic Studies program. 
The views expressed in this piece are those of the author and should not be ascribed 
to the trustees, officers, or other staff members of the Brookings Institution. 
For More Information: Office of Communications 202/797-6105 
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local telephone markets. Мо one 
paid phone rates that even 
remotely reflected ‘the cost of 
service, but the industry players— 
now including MCI—were reluc- 
tant to rock the boat. 

Eventually, the local Bell 
companies chafed at being ex- 
cluded from the long-distance 
market, and others, such as the 
long-distance companies, began to 
entertain the possibility of enter- 
ing the market for local service. 
The result was ап incredibly 
complicated new statute, the 
Telecommunications Act of 1996, 
that sought to open the local 
markets to competition, and then 
to free the Bell companies to enter 
the long-distance market. 

The obvious candidates to 
enter the local markets right after 
the 1996 law was passed were the 
long-distance companies. But of 
these, only MCI was interested in 
spending real money on local 
wires and switches. Sprint chose to 
invest in new wireless facilities, 
and AT&T now appears to be 
waiting to market the local 
services of other potential en- 
trants. 

WorldCom had a different 
idea. Like MCI 25 years ago, it 
went after an overpriced service by 
buying a company, MFS Commu- 
nications, that offered only local 
services to business customers in 
downtown areas. It also focused 
its attention on new growth 


opportunities, such as the Internet 
and the even more overpriced and 
over-regulated international mar- 
ket. WorldCom showed no inter- 
est in entering local residential 
markets, where regulators were 
keeping rates below cost. 

If local competition is to occur, 
the established local carriers— 
principally the Bell companies and 
GTE—must agree to terms for 
interconnecting their customers 
with the newcomers. Unfortu- 
nately the Telecommunications 
Act created a bewildering array of 
requirements for such intercon- 
nection, and the FCC added to the 
complexity with pricing rules that 
were overturned earlier this year 
by a federal appeals court. This 


regulatory shuffle has slowed local 


entry, thereby providing regula- 
tors with the excuse to deny every 
Bell company's request to enter the 
long-distance market in its region. 

No longer the maverick, MCI 
now played the regulatory game 
like an old pro, claiming that it had 
been so frustrated by the local 
companies that its nascent local 
operations would have to take 
large losses this year. MCI issued 
this complaint this past summer in 
a very public way, obviously to 
influence regulators to continue to 
deny the Bells access to MCT's 
long-distance market. But the 
earnings warning also worried 
British. Telecom, which held a 
2096 stake in MCI and was now 


proposing that the two companies 
merge. Once MCI complained of 
its losses, BT reduced its merger 
bid, which slammed MCT's stock 
price. WorldCom then made a 
hostile bid for a perhaps underval- 
ued MCI. 

WorldCom wants MCT's as- 
sets to help it deliver real services, 
not as pawns in the regulatory 
game set in motion by the 1996 
legislation. But if WorldCom 
remains reluctant to enter the local 
residential market because regula- 
tors continue to keep rates 
artificially low, the long-distance 
carrier --AT&T, Sprint and the 
comb. +d WorldCom-MCI—will 
continue to argue that the Bells 
must not be allowed to enter the 
highly concentrated long-distance . 
market. 

The Justice Department may 
yet attack the WorldCom-MCI 
merger as a threat to long-distance 
competition—but only at the risk 
of its own credibility, since so far 
justice has echoed long-distance 
carriers’ recommendations that 
the FCC disapprove all Bell 
attempts to enter their market, 
thus constraining the added com- 
petition that would further reduce 
long-distance rates. Is this what 
Congress had in mind in passing 
the 1996 law? One hopes not. 
Regulation, not market forces, 
still play too large a role in the 
telecom market. ш 
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Not quite magic 


` The WTO is rightly proud of its deal to open telecoms markets around the 
world. But signing the pact is only half the job 


" CONFUSED about telecoms? Join the 
club. For more than a decade, from 
the break-up of the old Ar&T and the pri- 
vatisation of British Telecom in 1984 to last 
year's telecoms-reform act in America, call- 
ers around the world have been told that 
the stodgy monopolies they know so well 
face a wave of competition. Consumers 
have been promised cheaper 
prices, new services and a 
multitude of choice. But every 
month the same telephone 
bill arrives from the same old 
monopoly, charging prices 
that in the past ten years have 
fallen less than 20% on aver- 
age. Somewhere between the 
press releases and the inter- 
connection negotiations and 
other regulatory nightmares, 
something happens to blunt 
competition. It seems that 
there is more to opening 
telecoms markets than declar- 
ing it done. 

So what to make of the 
grandest gesture of all, the an- 
nouncementon February 15th 
that the World Trade Orga- 
nisation (уто) had brokered 
an agreement between 69 
countries to open their 
telecoms markets to сотре 
tition, most by 1998? 

In scope alone, the agreement is the 
most ambitious yet. It opens the three big- 
вез! telecoms markets—America, the Euro- 
pean Union, and Japan—to allow unfet- 
tered international and domestic 
` competition by 1998. A total of 15 other 
countries, ranging from Mexico to South 
Korea, will join them; another 16 will open 
their markets over the next seven years. 
Some of these agreements lock in progress 
the countries have made independently— 
Britain, America, and most of the Scandi- 
navian countries have already opened 
most of their markets, and the European 
Union established its own liberalisation 


several years ago. But others have taken a' 


. realstep forward. 
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So the agreement is clearly welcorne. By 
linking telecoms to the rest of trade, the 
уто has been able to persuade many coun- 
tries, poor ones in particular, to liberalise 
their markets more quickly than they 
would have done otherwise. It сате after 
more than a decade of talking (mostly un- 
der the auspices of the wro’s predecessor, 
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the General Agreement on Tariffs and 
Trade) and a near-death experience when 
talks broke down before a deadline last 
April Bill Clinton waxed lyrical "Today, 
with the stroke of a реп... We will help to 
create an open marketplace where сотре- 
tition and innovation can move as quick as 


light,” he gushed. 


Details, details 

But it will take more than a stroke of a pen: 
moncpoly-busting is hard work To help 
new entrants get even a toe-hold in the mar- 
ket, regulators need to spend years attack- 
ing monopolies, niggling over accounting 
details and mediating between petulant 
competitors. Even then, consumers habits 


and the sheer size of the old monopolist 
makes progress painfully slow. 

Experience in the countries that have а|- 
ready liberalised shows how slow. Ameri- 
ca's long-distance telephone market was 
one of the first and easiest to open. ATAT 
‘was never government-owned, and once 
the local monopolies were broken into re- 
gional operators, the remaining long-dis- 
tance operation was simply a service, with- 
out the complication of telephone wires 
going into each home. Yet even in America, 
a dozen years after AT&T first faced compe- 
tution, more than half the country's sub- 
Scribers are still its customers, unfazed by 


the fact that it charges more than its rivals. ` 


In Britain, вт has faced competition for just 
as long, and yet it still has 85% ofthe market 
for local calls. The price of international 
calls between these two early 
liberalisers has fallen in real 
terms but.stuck at the same 
nominal level since the early 
19705 (see chart on next page). 
.. Can the wro break this 
gridlock? Not alone. The то 
provides only common regu- 
latory language and guide- 
lines that call for "fair" and 


from abusing their domi- 
nance, is left to the individual 
countries. Drafting these rules 
could take years after the offi- 
cial starting date. Most of the 
countries that have signed the 
pact do not have independent 
regulators; training people to 
prevent wily telecorns compa- 
nies from manipulating the 
system will not be easy. 

At least help is on its way. 
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Indeed, hidden from most · 


consumers a telecoms revolution really has 
been boiling all along. In Britain, ВТ now 
faces more than 40 cornpetitors in interna- 
tional calling and 20 in domestic long dis- 
tance. Nearly a dozen main cable compa- 
nies are laying wires to its residential 
customers’ home to compete for the local 
telephone market. America’s telecoms-re- 
form act, once it clears its legal hurdles, will 
let long-distance, local and cable-rv firms 


compete with each other in all markets. 


Most Scandinavian countries have nearly 
as much competition, as do New Zealand 
and, to a lesser degree, Australia and Can- 
ada. Even Japan is breaking up the biggest 
monopoly ofall, NTT, to bring some domes- 


tic competition to match its open long-dis- 
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tance market. 

Without such changes, а wTO agres- 
ment might never have been possible. Ar- 
guably, most of ће уто signatories did the 
deal not because they abruptly saw the vir- 
tues of competition, but in grudging recog- 
nition of the fact that developments in 
technology and business are making 
change inevitable. The good news for the 
consumer is that there are three reasons to 
expect these changes to continue: 

e Technology. The ::eatest threat to the 
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tions, and all are linking with other tele- 
phone companies in new markets when- 
ever they open. These supercarriers sell 
their services mostly to multinationals, 
which make up the richest 15% of interna- 
tional traffic, according to Salomon Broth- 
ers, an investment bank. One way or an- 
other, national carriers are bound to lose 


.some of their most valuable customers. 


The 
ants are 


supercarriers and other telecoms gi- 


monopolies has been not trade negouators 
but transistors. Digital technology, parucu- 
larly the mobiletelephone network and 
the Internet, is allowing companies to by- 
pass traditional voice-telephone networks. 
In some Scandinavian countries, mobile 
telephones now account for nearly half of 
all calls, and traditional wire connections 
are declining. By the end o£ the century the 
volume o£ Internet traffic, which tends to 
travel over private circuits rather than the 
public telephone network, will have sur- 
passed that of voice traffic on some routes. 
The Net is already carrying some voice calls 
virtually for free. It is hard to see how the 
traditional voice networks can remain 
dominant in countries that embrace these 
trends. | 
e The end of a cartel For decades, the 
world's telephone monopolies have deliv- 
ered each other's international calls for а 
fee—usually one that bears no 
relation to the cost of a connection. At the 
end of each year they settle up, a transac- 
tion thatcan cost countries that make more 
calls than they receive a fortune: $4.5 bil- 
lion for America alone in 1995. But this sys- 
tem of official price-rigging is breaking 
down. Multinational firms are leasing pri- 


and acquisitions, rather like 
the one inspired by America's 
telecoms act last year. France 
Télécom and Deutsche 
Telekom are still preoccupied 
with the competition that is 


markets. Competition-hard- 
ened carriers from liberalised 
markets, such as атат and 
BT/MCI, may therefore be the 
most acquisitive. Their prey of 
choice will be the smaller 
companies that are compet- 
ing in newly liberalised mar- 
kets and have never had the advantage ofa 
monopoly to build up their strength. Brit- 
ish cable companies, say, or new European 
operators and second-tier ones such as Brit- 
ain’s Cable and Wireless. Another round of 
mega-mergers and far-lumg empires may 
not make telecoms any less confusing to the 
onlooker. But it might at least begin to 
shrink your telephone bill. 





likely to rule the roost in the new ' 


world created by ће wro. Nearly 30 coun- - 


tries agreed to allow foreign investment by 
1998 (although many made an exception 
for investment in their incumbent oper- 
ators). Another ten will allow limited in- 
vestment. For big telecoms companies fed 
up with alliances and minority invest- 
ments, this sort of opportunity for direct 
competition—and a greater confidence in 
the rules under which they will be allowed 
to compete—is a real gain. 

The result could be a wave of mergers 





vate lines to meir Ornces in omer countries, 
avoiding the cartel. Some countries, includ- 
ing America and Britain, are letting 
telecoms firms “resell” capacity to other 
telecoms firms, making these countries 
cheap hubs for international traffic from 
across the world. “Call-back” services let 
consumers in expensive countries tele- 
phone abroad at cheap American rates. 
About half of the wro signatories have 
promised to allow not only resale but "in- 
frastructure-based" international compe- 
tition. Rather than hand traffic to another 
telephone company in the middle of the 
ocean for a fee, companies can land their 
own lines in a foreign country, and pay no 
settlement whatsoever. Although the wro 
agreement does not eliminate the old ac- 
counting system, the fact that 52 countries 
agreed to international competition threat- 
ens to make it increasingly irrelevant. 
e Global carriers. With the rise in open 
markets has come a new class of “supercar- 
rier"-to fill them. Some are just old giants 


such as Атат and BT, now merged with 


America’s MCL Others are alliances, such as 
the Global One grouping of France Télé- 
com, Deutsche Telekom and America’s 
Sprint. All have wide international ambt- 
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about to strike their home · 





Telecom Ассота 
z| KA? 


Ву ROBERT S. GREENBERGER 
And GAUTAM NAIK 
Staff Reporters of THE WALL STREET JOURNAL 
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To grasp the magnitude of Ше new | — - 


agreement to open the global teiecommu- 
- nications market, consider this: 80% of the 
world's people don't own a telephone, and 
fully half have never even'used one. 
Thus, the accord reached Saturday in 
Geneva among 69 countries will pry open 


for U.S. companies vast new markets ша 


sector that is notable for inefficient, expen- 
sive and sheltered state-run monopolies. 
What’s more, over the next five years, 
developing countries are projected to re- 
quire $60 billion a year in capital invest- 
ment for telecommunications, 90% of 
which will have to come from private 
‚ Sources. 

While there are some formidable hur- 
dles to clear, the agreement reached under 
the World Trade has three 
main parts: It gives. U.S. and foreign 
companies market access to offer a variety 


of telecommunications services; it ensures j- 
that these companies can acquire stakes in . 


foreign telecommunications firms; and it 
adopts regulations to promote competi- 
tion. 

Currently, the U.S. and Europe account 
for more than half of the world's 5500 
billion-a-year telecommunications busi- 
ness. Even without the agreement, the 
1:5. has deregulated its market and Eu- 
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Üpens D Lines ћи U.S. Firms ` 


ond layer of a new atmosphere of oper 


competition that will greatly enhance ће 


comparative advantage of America's high 
tech companies. Last December, nation: 
representing about 90% of the world's high 
technology trade agreed to eliminate b: 


=| |: the year 2000 tariffs on computer compo 
2:5] | nents and other information-technolog: 


products. Last weekend’s accord, whic! 
goes into force next Jan. 1, will, in effect 
widen the information superhighway аг 
increase the speed limit. 


"Before this agreement, only 17% of th. 
top 20 telecom markets were open to U.S 
companies; now, they have access t 
nearly 100% of these markets,” U.S. Trad 


.Representative-designate Charlene Bar 


shefsky said at a press briefing. on Satu - 
day. She noted that with both agreement 


Please Turn to Page А10; Cohonn 1 
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tions markets beginning Jan. 1, 1998. Some 


tion. But the new accord will open up 


potentially lucrative, fast-growing mar- 





Б 


kets in Southeast Asia, Latin America and . 


teeth. "If you sign with the WTO, it can use 
trade leverage” to enforce the rules, says 


John Hoffman, a senior vice president at 


Sprint Corp. 
The new agreement represents the sec- 
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provide some enforcement: 


Telecom Accord Opens New Lines 


Continued From Page A3 


phasing in fully within the next couple of 


years, "we get upfront a very big economic 
boost out of the synergy of the two." 


Still, many signatories to the WTO deal | 
must ratify the agreement and are likely to | 


face stiff opposition from domestic politi- 
cal foes, lawmakers and vested interests 
that thrive under present monopoly condi- 
tions. Prodding these governments will 
test the credibility of the two-year-old 
WTO. i 


Moreover, about half the signatories 


are less-developed nations that must some- 
how setup, fund and train regulators from 
scratch — and without any technical help 


pean 1 
ber states to set up independent 


regulators 
` in 1990, but seven years later most haven't 


done so. 


Although the accord has been widely 
applauded in the U.S., there has been some 
ing in Congress about whether the 
Clinton administration needs legislative 
authority to move ahead. Acknowledging 
this, Ms. Barshefsky said, "The adminis- 
tration believes that we have the regula- 
tory authority to implement the agree- 
ment. But we've told members of Congress 
that we would be very, very pleased to 
work with the members to see if appropri- 





Advocates of the pact say that the 
average cost of an international call will 
plummet 8075 —from about $1 per minute to 
20 cents — over the next several years, and 
that global revenues could double or even 
triple over the next decade. Indeed, the 
WTO accord should make it easier for all 
U.S. carriers to seek new foreign markets. 
It could especially help Sprint Corp., which 
has teamed up with the national phone 
carriers of France and Germany, as well 
as MCI Communications Corp., which is in 
the process of being acquired by British 
Telecommunications PLC. 

In the short run, the pact may be less 
valuable to AT&T Corp., atleast in Europe, 
where its loose alliance with several phone 
companies has (altered, analysts say. 
Nonetheless, AT&T believes the WTO 


| agreement will help it better serve multi- 


= corporations with far-flung of- 

"When you're dealing with monopolists 
and countries that have not had competi- 
tion, you need safeguards," said Gerry 
Salemme, AT&T's vice president for gov- 
ernment affairs. With WTO “you'll get a 
commitment from signatories” enforcea- 
ble under the rules of international trade. 

But that’s still a way down the infor- 
mation superhighway. “Moving from sig- 
natures to implementation is by no Means 
a trivial task,” said Derek Nicholas, а 
consultant in the United Kingdom. For 
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CHAPTER 10 


The Politics of Regulation 





"JAMES Q. WILSON 


The Behavior of Regulatory Agencies 


Anyone who purports to explain the behavior of regulatory agencles 
` must first make clear what behavior 13 worth explaining. By carefully 
selecting certain examples and ignoring. others, thé behavior of many 
of the regulatory agencies reviewed In this book can be made to appear 
Industry-serving In the narrow sense. Until recently, the CAB refused 
to allow any new airline to provide scheduled service on major routes, 
thereby shlelding established trunk carriers from increased competi: 
tion. The FMC routinely approved the rate schedules of the shipping 
companies, The FDA, at least during the 19508, was lenient In approv- 
Ing new drug applications from pharmaceutical companies. For many 


years, the FTC devoted much of its effort to prosecuting minor viola: · 
tions of the: Robinson-Patman Act, to the advantage of certaln small . 


business firms. "t. 
But a fuller list suggests that Industry-serving behavior Is only part of 
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the story, The CAB may have helped the established major alr carriers 
as a group, but Its actlons often penalized individual carriers by causing 
long delays or adverse decisions In specific route and tariff applications. 
And by the late-1970s, the CAB was moving toward deregulation In n 
manner that, at least Initially, caused great alarm among the carriers, 

The FDA was energized In the mid-1960s by a serles-of new appoint. 


ments and new laws that, by the 19705, had moved the pharmaceutical 
_ Industry and many physicians to complain bitterly of costly delays іп the 


introduction of new drugs. 

The FTC, after a major reorganization (under a Republican presl- 
dent) began to bring large "structural" cases against such firms as Exxon 
and the leading cereal manufacturers; at the same time, the Antitrust 
Divislon was attempting to expand the reach of the antitrust law by 
questloning the formation of conglomerates, . 

The California Public Utilities Commission adopted a "lifeline" elec- 
tric rate over the objections of Pacific Gas & Electric, and the New York 
Public Service Commission adopted а modified form of peak-load pric- 
Ing over the objections of many of that state's largest electric power 
users, | | 

These particular instances mlght be dismissed as exceptions to the 
normal pattern of Industry service by regulatory agencies, but a falr 
reading of the case studies In this book suggests that they are a good дап! 
more than that—they are the leading edge of elther n broad shift in, or 
a previously undiscussed dimension of, bureaucratie behavior. To be 
sure, such examples cannot be found In every agency: the FMC contin- 
uos to approve carrier rate requests without blinking an.eye, except: 
when the carrier types its requests on the wrong paper or with Incor- 
rect margins, But what might be exceptions In these "old" or "tradi. 
Попа!" regulatory agencies Is clearly the norm In the "new" agencles, 
EPA and ОЗНА have, In general, chosen stricter and more costly stan: 
dards over more lentent, less expensive ones. And though the Office for 
Civil Rights (OCR) has not pleased civil rights organizations, neither has 
It endeared itself to schools and colleges.-1f It has been "captured" by 
anyone, It has been by a federal district court. 

In short, the behavior to be explained Is complex and changing; || 
cannot easily be summarized as serving the Interests of either the regu. 
lated sector or the public at large, To'account foi this, I suggest we view 
these agencies ás coalitions of diverse participants who have somewhat 
diffetent motives,!* In some cases, the maintenance of the regulatory 
organization is only weakly affected by these differences (the members 
of the FMC are sufficlently like-minded to create few Internal strains); 
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in other cases, profound differences of opinion and interest таке 
agency maintenance difllcult, This coalition must be held together іп a 
political environment that provides а changing pattern of rewards to 
each coalition member. In the remainder of this section, Y will discuss 
the principal member: ` these coalitions and their motives; in the next 
section; I will take up the effect of the political and economle епујгоп- 
ment on how these motives are занећед. | 

To simplify, government agencles have at least three kinds of em- 

‚ ployees who can be defined In terms of thelr motives. The first are the 
careerists: employees who Identify thelr careers and rewards with the 
agency, They do not expect to move on to other Jobs outside the agency 
or otherwise to receive significant rewards from external constituen- 
cles, The malntenance'of the agency and of thelr position in It is of 
paramount concern, 

The second are the politicians: employees who see themselves as 
having a future in elective or appointive office outside the agency, They 
hope to move on to better or more important undertakings, They may 
wish to run for Congress, become the vice-president for public relations 
of a large firm, enter the cabinet or subcabinet, or Join the campaign 
staff of a promising presidential contender. The maintenance and en- 
hancement of their careers outside the agency 13 of paramount impor- 
tance, š . 

The third are the professionals: employees who recelve rewards (In 
status If not in money) from organized members of similar occupations 
elsewhere, They may hope to move on to better Jobs elsewhere, but 
access to those Jobs depends on thelr display of professtonally approved 
behavior and technical competence, They may also be content to re- 
main іп the agency, but they value the continued approval of fellow 
professtonals outside the agency, or the self-respect, that comes from 
behaving In accordance with internalized professional norms. The 
maintenance of this professlonal esteem Is of major importance to these 
employees,'® | | 
These are obviously analytical distinctions; any given agency mem- 
ber may combine two or more motives, And no motive corresponds 
exactly to any given organizational position, However, we would expect 
to find politicians heavily represented among commissioners and 
· Agency executives, especially those whose appointment requires legis- 
lative confirmation; we would expect careerists to be found in all ranks, 
but perhaps especially in the ranks of middle-level managers: we would 
expect professionals, to the extent they exist In the agency at all, to ba 
found among tank-and-file operators, especially if they have taken Jobs 
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The Politics of Regulation 
In government to prepare themselves for more attractive careers e 
where," | 

In virtually every agency discussed In this book, we find a coalli 
of differently motivated participants, (The FMC may be the consp: 
ous exception; it consists almost entirely of carberists.) 'Tenslon i 
change In the agency Involve competition among these vatlously m 
vated members. : . | | 
Careerists ' 

Careerlsts (and politicians facing a political environment that p 
vides no rewards for making controversial changes In an agency) 
develop, by experience and Judgment, a view of what constitutes | 
essential maintenance problem of the agency, Every agency requi 
budgets, personnel, and political support, but In most agencies the 


things are-avallablo more or less routinely, Budgets and personnel 2 


rarely cut; they usually grow incrementally (or, when the agency is ne 
or In the spotlight, rapidly). Few officials need fear for-thelr Jobs. o: 
thelr salaries are determined by governmentéwide laws and regulatlo 
rather than by the size, rate of growth, or “success” (If such а quali 
can even be measured) of the organization.!* What can threaten t 
position, comfort, and prospects of a careerlst is a erisis or scandal, 
Many of the agencies here studied seem to have developed a shar: 
view as to what constitutes a serious crisis, For the CAB and for t! 
ГМС, It was the possibility of a bankrupt major carrier, Agencles cou 
explain away an unpopular rate or route decisions, they could igno 
(up to а point) the anticompetitive results of these declslons, but thi 
could not explain away the government allowing or forcing an atri 
or shipping company Into economic collapse, The reason was clen 
Congress sald, implicitly if not explicitly, in the laws creating the CA 
and the FMC, that they were to preserve, protect, and enhance || 
carriers, | км Š - 
For.the EPA, FDA, and OSHA, a mafòr scandal would be a dramat 
loss of life or catastrophic injury among people nominally protected | 
the declslons of the agency, No arguments about the need to prote: 
public health or to encourage pharmaceutical Innovation hava had 
fraction of the Impact'on FDA as have the sulfanilamide and thalldc 
mide scandals. In regulating pesticides, EPA is keenly aware that if 
product it has registered is later shown to produce cancer on a larg 
scale, the agency will be crucified and the careers of all concerne. 
blighted, if not destroyed, The FDA is under a legal obligation fo perm! 
no carcinogenie additives In any food ог drug (except tobacco). Indeec 
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fear of cancer (along, perhaps, with fear of deformed babies) has be- 
come the litmus test of any decision by these agencies. Whatever its 
incidence, whatever its harm compared to other illnesses or injuries, 
cancer has acquired a position In the public mind—and thus in political 
discourse—that subordinates almost every other consideration to its 
prevention. (The tolerance of cancei-Inducing tobacco products Is the 
conspicuous exception: here public opinion із divided—or, іп an econo- 
mist's language; people compare costs and benefits.) 

Government agencies are more risk averse than Imperlalistic.!*? They 
prefer security to rapid growth, autonomy to competition, stability to 
change. Exceptions exist, but they tend to be found among agencies 
with specially benign environments—strong public support and popu- 
lar leadership. Much of what otherwise might seem puzzling about 
these agencles becomes clearer once we understand how they define 
the nature and source of potential threats to thelr security and support 
—in short, once they determine what constitutes а threatening crisis. 

When the EPA was formed under the leadership of William Ruckel- 
` ghaus, it gave almost no serious consideration to relying on effluent 
charges to reduce alr and water pollution. Instead, Ruckelshaus im- 
mediately brought sult against several cities and large firms for violating 
antidischarge rules and activated machinery to ban discharges above 
some minimal amount. In the precarious early months of the EPA, 
when environmentalists were expressing skepticism about the Nixon 
administration's commitment to environmental programs, any sign that 
EPA was even considering ellluent"charges would have immediately 
been interpreted as an indication that the agency proposed to "sell 
licenses to pollute.” Such a charge, however misleading, would have 
dealt a serlous blow to the EPA's need to find some political breathing 
room. Similarly, the maintenance needs of the FDA since the mid-1960s 
have been such that any public espousal of cost-benefit or cost-risk 
analysts of programs designed to protect health and safety would have 
provoked the damaging oriticism that the agency was trying to “put а 
price on a human life." | | 

Caught as it Is between organized labor and organized business, 
OSHA has an especially difficult maintenance problem. The debate 
over the costs and effectiveness of its major regulatory policles—con- 
cerning vinyl chloride or coke-oven emissions, for example,—is limited 
to a relatively small circle of activists. Nevertheless, each side in that 
debate knows that a much larger public, and thus many more congress- 
men, can be activated if OSHA can be shown to be doing something 
foolish, however unimportant. Hence OSHA finds itself constantly de- 
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M Rd Its decision to issue orders requiring the Installment of 
0 seats or to publish booklets in Basic English warning farme 
iion i e sa manure, Ridicule 1$ a powerful weapon and C 
oved rather quickly to get rid of minor re ; th 
gulations that г 
stimulate such ridicule and to minimize the enforcement of th So. 
tlonable ones that remain. = 
ae ae she ا‎ the efforts It has made to constrain the h 
n A р universities ralse fundamental questions of р 
and public purpose, but these quest! 
ons are discuss 
angaa : handful of specialists and in ways that elicit little ч 
посте опа! attention. But let it ban father-son banquets m 
schools or all-girl basketball teams In Тома, and the popul d 
gressional outrage is overpowering. мм 
=. ү, наши quickly learn what forces In their environmen 
of using catastrophe or absurdity as eff | 
and they work hard to minimiz 4 peel Ska 
| e th ll be 
ШЕ ر‎ e chances that they will be vuli 
sai н кш н des averse does not menn they are timid Quit 
trary: thelr desire for autonomy, for a stall | 
freedom (ог blame gives these аы ت‎ 
| е agencies a strong Incentive t | 
‘and to exercise authority: in all eee 
| aspects of thelr mission. No ag. 
SM jd ^ HANS of “doing nothing" with respect to n real Ki 
i ро ` = : ps every agency proliferates rules to cover all r 
le ‚ The process 13 known famillarly in the b ис 
as "covering your flanks.” The more di | ie NE 
; verse the organized 
cles with which an agency must d Зи аи. 
| eal, the more flanks there ar 
үе, unione. bi اسیج‎ tend to multiply owing to thes 
onsequences of any given regulatl 
called this the "tar-baby effect," F Мида ни на 
| ‚ 39 For example, а РОС ma ћ 
of return that an electric utilit t Ө hi 
y may earn only to discover that tl 
B ж the Incentive the utility managers have to be ЫШ 
ба ^ А must devise new rules to Insure that levels of sei 
S pot cally important consumers do not deterlorate.2" The more 
р е the agency, the greater the demands on it, and thus the more i 
e оше to assure Its security and survival, The CAB became 
e locus of a varlety of demands re | 
garding air service, es 
doming from small communitles that feared they would be edo 
2 | т alrlines if not for CAB-enforced service requirements. Fin 
onsiderations of equity require that benefits given to‘one grow 


extended to others who can argue that they are similarly sltuntec 


Critics of regulatory адепсјез notice this proliferation of rules 
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suppose that it 13 the result of the “imperialistic” or expansionist In- 
stincts of bureaucratic organizations. Though there are such examples, 
I am struck more by the defensive, threat-avolding, scandal-minimizing 


instincts of these agencies, 


Politicians | 

When appointment to а top position in a regulatory agency ls seen 
as а political dead end—as a reward for an elderly defeated congress- 
man or as а place in which to "bury" an untalented political hack with 
а powerful sponsor—the agency will be led by executives who act like 
careerists, They will have no incentive to make changes or play а visible 
role, Reappointment comes from avoiding enemies, not from winning 
friends. The confirmation hearings of appointees to the ЕМС, as de- 
scribed by Edwa: апзћеја, vividly illustrate this strategy. 

At one time, many If not all federal regulatory commissions may have 
followed this pattern, Perhaps It was because these commissions be- 


came, after thelr formative years had passed, dumping grounds for . 


people who had to be "taken care of" that scholars such as Marver 
Bernstein began to formulate life-cycle theorles of regulatory politics. 
It did not take a close student of Shakespeare's "Ages of Man" to recog- 


_nize senescence when he saw it, Even today, many state public utility 


commissions still are of this character. When an agency's top posts are 
filled with old people on their way down and young people going 
nowhere—when, In short, there are neither political nor professional 
rewards avallable to Incumbents—we are naturally tempted to specu- 
late about the availability of economic rewards. In these circumstances, 
we might assume that pollticlans would cater to industry In exchange 
for lucrative positions after government service or materlal favors (or 
perhaps merely esteem) while still in that service. Тће examples uncov- 
ered in the occaslonal congressional inquiries into these matters are 
evidence that such speculation is not unfounded, 


What is striking about the contemporary perlod із the extent to which 


service in regulatory agencies ls now seen as providing future political 
rewards, William Ruckelshaus headed EPA at a time when he probably 
thought of himself as having а substantial political career ahead of him 
and, indeed, he later became deputy attorney general and acting dírec- 


. tor of the FBI, When Leonard Ross became a member of the California 


Public Utilitles Commission, he was thinking of a larger, future political 


role and acting in ways designed to Increase—not minimize—his public . 


visibility. John Robson and later Alfred Kahn did not take up the chair- 
manship of the САВ out of a desire for pleasant obscurity or free trips 
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o airline resorts, The selection of first Miles Kirkpat | 
Nixon) and then Michael Pertschuk (by ны o 
man of the ЕТО {з hardly consistent with the view of that agenc í 
political graveyard: Kirkpatrick was а distingufshed lawyer with 
active career still ahead of him, Pertschuk an experienced congres 
nal staff member with a good deal of energy. TE 
As Douglas Anderson suggests, a “political market" has arisen 
regulatory agencles that is as strong—or stronger—than the econor 
market, Why this political market should have emerged Is a large qu 
Hon on which we shall touch In the next section, but tt clearly has i 
to do with the arrival of a political elite that has absorbed the neopo 
Ist outlook fostered by the 1960: the susplelon of Institutions ihe a 
сізт of business enterprise, the interest а speaking on behalf (бї so th 
think) of unorganized consumers, and the conviction that such an о! 
look із not only morally correct but politically useful. They would o 
pear to be-right: President Carter evidently thought so when he п 
pointed scores of environmentalists and consumer advocates to k 
administrative posts, much as Governor Jerry Brown In California п 
Governor Michael Dukekis in Massachusetts had done before Мт, Т} 
Carter, Brown, and Dukakis were viewed, by liberal activists as |^ 
servative" politicians reinforces my point: even officeholders сера 


as illiberal believed that ener l 
ве с advocates of | n 
able political appointees, Ts ш nodes 


Professionals 
Some regulatory agencies have tasks that onl | — 

people trained and certified by some external tin а MM, 
or perform well, Lawyers are the most numerous of these professlonr 
but economists, engineers, physlelans, and publie health specialists n: 
increasingly common. Tha axtent to which someone acts as n profe 
slonal as opposed to a careerist depends on the extent to which he ( 
she recelves Important rewards, intangible as well as tangible, [то 
professional colleagues outside the government agency. Not all ои ) 
tons conventionally called professtons—and not all members of a ius 
professlon—are alike in this regard, Physicists may accept the standare 
and seek the esteem of fellow physlelsts more than lawyers сгауе th 
good opinion of fellow lawyers, Ви! some lawyers, especially those seel 
ing careers with the more prestigious law flrms, will be highly зеп Ну 
to their reputation in the profession, And, in varying degrees, almos 
every member.of a profession will have learned distinctive wa $ 
thinking about policy problems. iis 


Boa 


7606 


Jambo му, VV AUS UIN 7 e 

, The role of lawyers In the FTC and the Antitrust Division s crucia 
They define thelr task as that of responding to complaints allegin 
violations of a statute, investigating the complaint, and initiating a pro: 
асиНоп If the law and facts warrant It, They are accustomed to thinkin; 
In terms of two-party adversary proceedings conducted by advocate 
who use all the evidence that supports thelr respective case and ignor 
or downplay evidence that weakens it. The benellts of a legal victor: 
are measured In terms of the gain to the party whose rights wer 
secured and to the law. whose supremacy was vindicated.?? This lead: 
lawyers, In: both the FTC and the Antitrust Division, to favor a “reac 
tive," answer-the-mall approach to the enforcement of the antitrus: 
laws, Reinforcing this-tendency is the ambition among younger attor- 
neys—who are a majority of all the attorneys in these agencles—to finc 
cases that can be investigated and prosecuted In а reasonably briel 


perlod of time with maximum display of legal acumen, The lawyers" 


opportunities to prove thelr legal talent in the courtroom or in consent: 
decree negotlations'substantlally enhance their market value to pro: 
spective private employers such as law firms and corporations. 

This professlonal orlentation has two polley consequences. First, antl- 
trust lawyers have a strong incentive to investigate thoroughly and 
prosecute vigorously, The more lucrative the opportunities for postgov- 
ernment employment, the stronger the incentive. Private law firms and 
corporations hire the ablest antitrust lawyers; the ablest lawyers are the 
ones who have defeated the private law firms and corporations. The 
chapters by Robert Katzmann and Suzanne Weaver leave little doubt 
as to the Importance of this consideration; the high turnover rate among 
government antitrust lawyers confirms the point. 


Second, antitrust lawyers have an incentive to prefer simple cases In 


which one party alleges that the other party engaged In conduct explic- 
itly prohibited by law. These “conduct” cases are numerous; to the 
complaining party, they are important. To an economist, however, they 
may have only a small social benefit and may be less valuable than cases 
that prosécute firms, or combinations of firms, that by thelr size and 


‘structure dominate an Industry. The lawyers disagree with this view: ` 


they claim that tackling complex "structural" cases 15 an exercise In 
futillty—there is no guarantee the court will sustain the charges, the 
legal precedents are often shaky, the economic evidence із typically 
controversial, and, in any event, the cases drag on for years, Whoever 


- fs right about the social merits and demerits of these two kinds of cases, 


one fact ls indisputable: no lawyer relishes the idea of burrowing 
through the Шез of an IBM for ten years or so, hoping eventually to get 
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a chance to appear In.court. As a result, lawyers tend to walk away 
these cases, ' | 

The FTC has organized the competition between economist: 

lawyers Into rival bureaus (the Bureau of Competition and the Bı 

of Economics). When Donald Turner was the assistant attorney ge 

in charge of the Antitrust Division, the Division also tried to Incorp. 


. economlo considerations Into the case-selection process, but with 


limited success, Even that success evaporated with the return of Tr 
to the Harvard Law School. The FTC caseload has shifted toward s 
tural cases and away from smaller conduct cases as a result ol 
Influence of the Bureau of Economics and the support It has rece 
from several recent FTC chalrmen, It would be Impossible to ex) 
this shift by claiming changes in the "economie pressures" or "c 
demands” confronting the FTC. 

The outlook and influence of lawyers also help explain the « 
strategy of the EPA. Alfred Marcus notes the extent to which law 
came to dominate the EPA because they were skilled at Issuing or 
and filing lawsuits, methods the first administrator saw as importa 
the EPA was to gain visibility and public support. But these orders 
sults were often based on incomplete or questionable evidence. Ec 
mists in the agency criticized some rules for being too costly or coi 
ring too few benefits; sclentists in the agency attacked them for b 
half-baked. As outside groups—other government agencles and pri 
interests—hired economists and scientists to challenge EPA decisi 
the power of economists and scientists within EPA grew. Which pri 
slon dominated EPA's decision making—lawyers, economists, or sc 
tists—had an important effect on the kinds of decisions || made. 

Physicians and medical scientists brought to the FDA a distinc 
orlentatlon, Paul Quirk notes that the key FDA professtonals have 
little Interest In economic analyses.and have favored an aggres 
expansion of the agénoy's legal authority. 

So also in ОЗНА, Businessmen and économlsts bitterly complai 
that agency's preference for “engineering” rather than "pers. 
equipment” solutions to such problems as noxious fumes or Indus 
nolse, Rebullding a foundry to reduce noise levels Is exceptlonally 
pensive; giving ear plugs to foundry workers is much cheaper. 
OSHA has maintained its commitment to engineering solutions, Ра 


‚ the reason {5 that this attitude accords with the preferences of o: 
nized labor, which objects to personal equipment as inconventent, . 


Пу misused, and inadequate, 
But labor's demands alone do not explain OSHA's actions; after 
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OSHA can choose between competing demands, each forcefully pre- 
sented. OSHA's choice reflects In addition the preferences of the pub- 
lic-health specialists who occupy the key decision posts in the agency. 
As Steven Kelman suggests, they have been trained to believe In engl- 
neering solutions; only such solutions, the textbooks argue, address the 
causes of tlie problem. Personal protective equipment deals only with 
"symptoms"; it Is a “Band-Aid,” Industrial hygienists are trained to 
"eliminate hazards," not to engage In cost-benefit analysis. To the ex- 
tent that public-health specialists dominate OSHA, they wlll come to 
play a larger role in corporations regulated by ОЗНА, Аз Harold L. 
Wilensky observed long ago, political rivals hire rival professional and 
intellectual specialists.” But this may have unanticipated conse- 
quences, for the employer cannot easily limit the professional to being 
merely a rhetorical advocate; the professtonal is likely to start influenc- 
Ing the employer's own decisions as well. 

So far we have seen instances of professional norms leading agencies 
to regulate more aggressively than they otherwise might. But such 
norms can have the opposite effect as well. Engineers dominate the 
staffs of public utility commissions, such as those іп New York and 
California. Engineers define their Job as achieving еПсјепсу; as stalf 
members of the California РОС, they took efficiency to mean setting 


electric rates to encourage the most efficient production of electricity. 


This, in turn, meant the engineers generally favored lower rates for 


large (usually industrial and commercial) users, elther to encourage : 


maximum sales (and thus achleve'economies of scale) or to discourage 
large usets from shifting to alternative energy sources (and thus avold 
excess capacity). “Lifeline” rate proposals—giving free ог below-cost 
electricity to small residential users—was contrary to this way of think- 
ing and vigorously (though, in California, unsuccessfully) opposed by 
the engineers as "welfare" or a "free lunch." | 

In some cases, professional norms were decisive; in other instances, 
they were only a constraining factor. In almost all the cases reviewed 
in this book, however, they had to be weighed. Any such norm can be 
overcome, but the cost —In energy, persistence, conflict, and staff turn- 
over—can be high, as Donald Turner discovered in the Antitrust Divi- 
sion and as Michael Pertschuk may yet discover at the FTC. ` 
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Some Key Points Concerning the Actions of the Bureaucracy in the U.S. 


e Political appointees (e.g., Secretaries, Undersecretaries, Assistant Secretaries, 
Administrators, Commissioners, etc.) in agencies have considerable agenda- 
зе по power 


e Political appointees stay on average for slightly less than two years. These 
“politicians” want to “make their mark" quickly, and typically need the 
bureaucracy for expertise and to keep them out'of trouble. Much of the political 
appointee's focus is to their future outside the agency. 


e The bureaucracy is relatively more important for development of alternatives and 
` for the implementation of a given agenda. Bureaucrats (“careerists”) are а 
varied lot. 


Bureaucrats tend to identify their careers and rewards with the agency ог а 
specific program. They can be characterized as generally being risk averse, 
preferring gradualism and oftentimes indirection, and ~ concerned to 
maintain relationships. 


Career civil servants often ^wait out" the political appointees, working on 
plans and proposals that they think are important. 


Because of their expertise and longevity in the job, bureaucrats develop 
relationships to Congress (especially staff) and to interest groups. They know 
how to use these relationships to circumvent or “influence” their own 


management. 


The professional training of civil servants (“professionals”) also can have 
considerable impact on outcomes (e.g. economists versus lawyers). 
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COVER STORY 


Traffic between the 
. realms of private 
i _ finance and public 
$- service has never been 

229 heavier. But capitol 
politics can confound 
= financiers adept at the 
simpler politics 
ı.5 = of capital. 


ља‏ س 


у merica's founding fa- 
thers believed in sepa- 
rating things. They 
separated church and 
= state. They separated 
the executive, legislative and judicial 
powers of government. They even 
tried to separate the country’s politi- 
cal and financial centers, fashioning 
a capital from the malarial swamps 





md 


2 а erae yo qv lc 
Aer eg tp et АТЫС 
k ú 5 ch 1 LI 


of the Potomac, far Копа the specula- 

tors of Manhattan. Ви: whar the fed- 
X eralists sundered, am^itious men 
E have long since joined together again. 
z “Nowadays there's a sense of conti- ` 


F> nuiry between two towns that used to 
zd £ have nothing but contempt for each oth- 
ME < er" says former Salomon Brothers managing 

director Stephen Bell. "It used to be that the 
smart guys went to Washington and the greedy 
guys went to Wall Street. Now the difference is not 
so stark. There's a kind of merging going on.” Bell 


one tat 
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New Mexico Senator Pere Ботешсъ budget com- 
mite in the early 1980s, Bell worked for Salomon 
Brothers from 1986- uode die tele Ë 
went out on: his own as a political consultant. Нез. 
advising Republican presidential candidate Bb. 
Dole on economic issues. 

Even thar New Democrat: Bill Clinton has. E BE Dc 
filled his administration the old-fashioned way — . 2 
with numerous financial luminaries. The most- E: m 
prominent: Treasury Secretary Robert Rubin, for- 7: $ 
mer co-chairman.of Goldman, Sachs ёс Со., мєл Он 
Securities and Exchange Commission chairman `.. · “3% 
Arthur Levitt Jr., a former. chairman of the ad 
American Stock Exchange and, in the.'60s, a... Ë 
founding partner (with Travelers Group's 2 
Sanford Weill) of Cogan, Berlind, Weill & ` 
Levitt. There's also Defense Secretary. | 
William Perry, who spent the early '805 as an 
investment: banker ас Hambrechr & Quist. 
Navy Secretary Jeha. Dalton began his ca- .. 


reer at Goldman and was stationed at . 
Arkansas-based Stephens inc. before join- mT S 
ing the Clinton administration.. Franklin. SESS 
Raines, an associate director of the Office. SS | 
of Management and Budger in the Carter Е 
administration, became а Lazard Frères & К k 
Со. рагтпет in the '805 and a vice chairman ЖЕКИ, 
of the Federal National Mortgage Associa- 
tion in the '90s. Clinton gd nominat- 
ed him to be OMB director. с. : 
Аг any time, die How ok а Ca oe | 
recently, а few women) between New York and 2 
Washington is enough to make coe E . 
populist like Pat Buchanan howl Consider the job- . ` 
swapping at the State Department. In 1993 Bosnia 
peace broker Richard Holbrooke left Lehman Brothers to 
join the Clinton administration, succeeding Robert Kim- 
mitt, а Bush administration appointee, as U.S. ambassador to 
Germany. Kimmit, in effect, changed places with Holbrooke, 
joining Lehman as 2 managing director. Holbrooke subsequently 


took over as assistant secretary of Stare 
for European and Canadian affairs, 
where he masterminded the negotia- 
tions that led to the Bosnia cease-fire. 
As assistant secretary he succeeded 
Stephen Oxman, a Friend of the First 
Family and а longtime merger lawyer 
who had joined the administration af- 
ter a four-year spell at Wasserstein 
Perella & Co. When Oxman left 
State, he joined James D. Wolfen- 
sohn, Inc. Thar firm was founded by 
invescment-banker-turned-World 









Sd Former secretary of Stare James Baker П, a биде network builder, could kere 
& opened his own hiring hall for political protégés seeking jobs in finance. 


= ° James Baker, see Carlyle 
2j Group, page 57. Washington 
Service since 1980, in reverse 
chronological order: White ЙЕ Mees 
House, Stare, Treasury, White EE 
H ~ bo = 





— | 


° Robert Kimmitr, see Lehman 












i 
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к ° David Malpass, see Bear 
Stearns, page 60. Baker affiliz- 
con: Scare, Treasury. 


Anil 


Bank—chief James Wolfensohn and • Scott Cleland, see Wash- • Meredith ОБ Darby 
chaired by former Federal Reserve ington Research Group, | ст siw 
Board chairman Раш Volcker. Ir was page 60. Baker affilia- 57. Baker affiliation: Trez- 
hich i pend by form eo Сэ, A. oso а. P suy. : 
5 former Vünton 24 e Richard Darman, see Car- " ° John Rogers, see Goldman Ж 
deputy secretary of the Treasury Frank | |с Group, page 57. Baker af- Sacks, page 62. Baker affilia- Ж 
Newman. Holbrooke joined CS First filiation: Treasury, White Carlyle Group's поп: Stare, Treasury, White = 
Boston this year as a vice chairman. House. James Baker House. : 
In a presidential election year like ° Karen Groomes-Mozgan, e Robert Zoellick, see Fan- © 
this picis E Cii res see Fannie Mae, page 51. Bakeraffülia- nie Mae, page 51. Baker affiliation: € 
to New York to raise millions на | = === I — 
paign expenses. Wall Streeters gladly pes sce те 


or fee ae FEE 
dve agenda and partly in hopes of positioning themselves for plum 
jobs in the next administration. “A loc of people are beginning to 
talk about what they're going to do next year,” says а former Clim- 
ton administration official now in New York. Even with a Clinton 
victory, there will inevitably be turnover, since by some estimares 
the average tenure for an appointee is just less chan two years. 
Over the past year numerous administration officials have 
left for the greener pastures of high finance. Some are returning, 
others grazing for the first time. Kenneth Brody, a former Gold- 
man partner, left the Export-Import Bank of the U.S. and is ser- 
tng up Winslow Parmers, his own Washington firm, to make 
private equity investments. Erskine Bowles, deputy Clinton 
White House chief of staff and a former head of the Small Busi- 
ness Administration, returned to North Carolina to set up 
Carousel Capital. Hed been named partner ar Bowles Hollowell 
Conner & Co. before joining the administration. W. Bowman 
Cutter, Clinton White House assistant for economic policy, left 


| last March to join E.M. Warburg Pincus & Co., where he's fo- ` 


cusing on emerging markets. Then there's Roger Altman. The 
former deputy Treasury secretary, who gor tarred by Whitewater 
and left Washington under a cloud, has rezurned to New York то 
form his own merchant bank, Evercore Partners. 

Of course, there are as many reasons, apart from the obvious 
ones of power and greed, to move from Wall Sweer то Washington 
— and back— as there are people making the move. Most go to 
Washington motivated by a sense of adventure and intellectual 
challenge as well as a desire to serve their country. Once ош of of- 
fice, though, they're bound to take advantage of their experience. 

“To go into government involves a great deal of hardship,” 
says another Clinton administration veteran, also now on the 
Street. “You live in 2 fishbowl. You work even more than in the 
privare sector. Youre on call seven days а week, 52 weeks а year. 
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hel on wie the White House, Career jokes, “I was 
broke and tired.” More seriously, he adds: “Ir became clear thar 
President Clinton was going to win, and had it looked the oth- 
er way, I never would have left." Cutter was senior partner and 
vice chairman for strategy at Coopers & Lybrand in the 1980s, 
after a stint at OMB in the Carter administration. · 

In one sense, the spiritual merging of Washington and New 
York began at the start of the republic, even as the political and 
financial centers were being physically separated. Alexander 
Hamilton, the first Treasury secretary, founded the Bank-of 
New York. It was partly antipathy toward Hamilton and his 
bankerly crowd thar motivated debt-averse Virginians Thomzs 
Jefferson and James Madison со lobby for а Potomac capital site. 

The Washington—Wall Street waltz picked up tempo with 
the New Deal and a vastly bigger, far more activist government 
and whirled faster 5011 after World War II, as the Cold War and 
Americas new global economic hegemony transformed a sleepy 
southern town into an imperial сісу. John F. Kennedy’s 
Camelot and Lyndon Johnson's Great Society added further 
momentum. 

Even today, in an era of downsizing and outsourcing, the in- 
terchange between the two worlds is deepening. National secu- 
rity is increasingly defined in economic terms. Many of the 
great issues of the day — Social Security and health саге reform, 
budget deficits and economic growth — require the kind of fi- 
nancial expertise Wall Street possesses. Foreign policy revolves 
ever more around trade-, or debt-, related issues. THus it makes 


sense for Washington to draw on the strength of private fi- 


nanciers, who generally fill the government's top financial posts 
at Treasury, the SEC, the Overseas Private Investment Corp., 
the Export-Import Bank and the Commerce Department. 
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“The agenda of issues in foreign policy is much closer to the 
agenda of issues in finance than ir used to be. Increasingly, whar the 
U.S. has to offer in foreign policy is not to give foreign aid bur to 
promote private investment, reduce and restructure debt or expand 
trade,” says Bernard Aronson, former Bush adminiscration assistant 
secretary of Stare for inver-American affairs, who worked asan ad- 
viser to the Carlyle Group and to Goldman after his gov- -ament 
service. (He is now in the final stages of putting together - nd со 
invest in Latin America with the Texas-Pacific Group, whose CEO, 
David Bonderman, is а verran of the Justice Deparment.) 

For its part, Wall Street needs technocrats to interpret 
tions, то divine and influence policy; to deconsmract the delphic 
pronouncements of the Federal Reserve Board. As firms globalize 
they are willing to pay top dollar for senior-level contacts in com- 


panies and governments around the world. Thar means recruiting ' 
not just former U.S. government executives bur also senior gov- | 
ernment officials from.other countries. Consider Sir David Walk- .: 
er, the former chairman of the. U.K 5 Securities and Investments ^ 
ee ce 


rector for Europe in: 1994, or: Peter Sutherland, the director 


ега] of the World Наде: Оа BEES parties and | 


head of Goldman Sachs International last year. "There's no coin- 
cidence thar as the globalization of finance has expanded, Wall 
Street firms need: people who know governments. and markers 
and people around the world,” says political consultant Belli: 
shuxde is eye-popping. When Insziutional Deoestorlast took athor- | 
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Wall Screer Complex.” Today membership in the group has 
easily doubled. The lists thar accompany this article dont re- 
Вест all of che individuals we located who fit our criteria, ог 
even all of the firms we found employing one or two former 
Washingtonians. Indeed, по n—Wall Street list can 
be comprehensive, but those thar follow give a good sense of 
the phenomenon. The 1974 listing was. dominared by regula- 
tors, mostly veterans of the SEC and the Fed; this time around 
we've focused more on high-ranking appointed officials zr 
Treasury or Stare or the White House itself, though, of course, 
а fair number of former regularors still appear. | 
Another big difference from the 1974 survey is the rise of a 


`: homegrown financial services sector in the capital. Wall Street 


firms have long bad small offices in Washington, whether to 
serve as listening posts, as research units or as bases for lobby- 

ing efforts. Today Washington is also home to 2 growing num- 
ber of nancial firms that are chiefly involved in principal. 
investing or miexthanr banking and are peedominandly run and 


n. EEE -— ETE - M 


Group, co-founded in 1987 by former Carter administration 


: aide David Rubenstein. Carlyle has gained renown for employ- 
‚їйє political luminaries, like its chairman, Frank Carlucci, а 


_ former secretary of Defense and deputy director of the Central 


“Intelligence Agency, as well as James Baker Ш, Carlyle: senior 
‘counselor and former secretary of State and Treasury and twice 
Е и 
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ES dir, National Republican . AV 5 White House. МЕОИ РАС. - z 25 
= Congressional Commit- a. л. es Tohnson. BER : 5 
Й tee; press sec'y for Rep. pere Е 3m А пи E e Robert Zoellick, cop i. = 


Jack Kemp. . T" 
° Магу. Cueto. ор; asst 


secy of HUD mart азо sua à 
to the sec'y of HUD: for policy and 


apex Мозак for President 


exec. ass't to the U.S. vice 


affairs; staff dir. for Rep. Richard 
Baker. 
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Боп private equity fund and is суза to raise 5500 million for 
a foray into real еше. | — 

Carlyle co-founder Stephen Koai broke a en 
last year to found Appian Group, an equity investment fund 
now raising $1.5 billion. Hes goc Lawrence Easleburger, а for- 
mer secretary of Scare, as a main adviser, Then. there's Thayer 
Capital Partners, whose chairman, Fred Malek, also worked ar 
Carlyle. Malek ran George Bush's reelection campaign in. 1992 
and was deputy director of OMB under Richard Nixon. Thayer 
closed on 2 $364 million ро eec d 


Today he is senior managing director for Bear, Stearns & Co. 

- Malpass's experience is in fact an exception to the гше: Wall 
Streeters tend to find their way to Washington, and Washingro- 
nians find their way to New York, through carefully cultivated 
networks of contacts. Many seem to have been handed their 
first jobs along with their diplomas. “A lot of people sort of ger 
calls from their roommates,” says. CS First Boston chief execu- 
dve officer Jack Hennessy, who was an assistant secretary of the 
‘Treasury in the Nixon administration. “I got a call from a guy in 
the Treasury who had talked to а professor of mine ar the Sloan 


mer NATO ambassador Alton Keel Jeya 2. School of Management at MIT.” . - - 
Oates ш Ae | c " I E sos. роще в 
, Starting up Adantic Parmers.. n re of Goldman Sachs, went со the De- 
n Ог = ar A ар У. еп а Sense Department tight ош: of Harvard 
with erswhile A сс ран election Year like tion by one o£ his u ~ [rapid irm 
pe Печы are mitem “thie one the bán “eae at 
which is putting its money into Lain. I5 смо years Paulson jumped to the Nixon 
ата. э assistant secretary of Corridor traffic gets: . White Hoa a" he жеч: 
tate ambassador to Germany sy "шестог o e domestic. po убил 
Richard Burt is raising $150. million ES. „Ратешапу ds “which repond ro Jobn Ehichman. > 
SR niet a find = саг-“ 24: Е ЕЕ cuis. "o. Меттоне often aut across party: lines. 
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exist ten years ago,” rec плеј па ii e 
Carlyle. “What used to happen was thar people её: 
ther intended z full-time. career in government or, +š = 
if they left government, they left Washington. = @ 
Now people tend to stay in Washington, and Е м 
they want to work in finance, they сап do so-and = Bo = 
not Бе in New York." Не adds: “We're carving ENS | 
niche їп 
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and former consultant for Arthur Andersen & == m очна. 


was growing restless and, he says, “i 
where all my tax dollars were going. So Malpas add for. 
Washington and found the Dirksen build 








fices are locared. On an elevator he asked а fellow: passenger 


کے ساد a‏ ی 


“How does someone get.a job around here?” The? 





Senare Budget Committee offices, saying he thought there might 
Бе а job opening there. There was, and Malpass got his first Wash- 
ington job — as international economist and tax analyst for the 
budget committee. Soon he moved over to Treasury, and by 1990 
he had followed his Treasury boss, Jim Baker, to State. “I was 
amazed at how few people knocked on the door,” says Malpas. 
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g markers. Е makes sense to live in МЕЗЕ 
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= who - 
turned out to be а Senare staff economist, said, “Talk to people.” i 
He scanned the résumé thrust ат him and pointed Malpass to the - 


| An- old Harvard Law-School: roommate 
© helped o uo а TG Vai 
E. Mic. апи кнын Чай шкет Ве de 
`A- -son administration. The roommate: Democrat 
M : “Joseph Califano, then-special assistant: for domes- 
HM "dc affairs to the president, later зестетагу ої 
Health Education and Welfare (under Сапег) 
СЕЕ "and now оп the board of Travelers Group. ‘Rob- 
son, currently. a senior adviser.to Robertson, 
> Stephens & Co. in San Francisco, returned for two 
o = more tours — as head of che Civil Aeronautics Board 
inthe it 7 ad then as depuy Теа анау в 

the Bush administration. 
It’s also true that once you've served, you're likely c to 
· come back again and again. Notes Robertson Stephens’ Rob- . 
“son; "Once you get in, and assuming you do a decent job, you 


s APP ES 
анаа 


à С" 


S are looked ar as someone who has i a certain Competence. ” Fa- 


-miliarity, in Washington. circles, breeds contentment: When 
“the Republicans'swept.control of Congress: in 1994, Bear 

Sams Malpass was considered 2 contender for the mp jeba ar 
· "Фе Congressional Budget Office. - - 

* Despite the popularity of a Sed ae ae Mapa >| 
ts Su, Ede in the capital, and Washington highfliers 
routinely crash on the Street, Rarely до Washingronians com- 

. "mand the prestige and power they’ had in Washington, though 
-the far do go а cermin way toward salving raw egos. 
- “Wall Street is littered with the bones of Washington people who 
‘didn’t quite make it,” says CS First Boston's Holbrooke. | 

Some crossovers flourish. The most successful recent one is 
clearly Bob Rubin, who has transformed himself into Presi- 
dent Clinton's most respected Cabinet member. The stock of 
Fannie Mae’s Jim Johnson is also soaring. A опейте aide to 
vice president Walter Mondale — he also ran Mondale's 1984 _ 
presidential campaign — Johnson moved from his own polit- 
ical consulting firm (run jointly with Holbrooke) to Lehman 
in the mid- '80s, before joining Fannie in 1990. As CEO of 
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the nearly 51 trillion agency, he is arguably che most powerful 
man in finance today. Backstage adviser to Clinton, chairman 
of the Brookings Institution, Johnson also presides over the 
Washington social scene as chairman of the Kennedy Center, 

CS First Boston vice chairman David Mulford, who served 
briefly аг Treasury in the mid-1960s and then again through 
much of the 1980s, is viewed as among the more effective busi- 
ness-getters on the Street — chiefly in the developing world, 
where he was able со build contacts during his years ar Treasury. 


for some groups of people, Wall Street is a place to wait until 
it’s the next time to go back to Washington. For me Washing- 
ton was а sabbatical from whar I really do, which is buyouts.” 

Many Wall Streeters underestimate the byzantine nature of 
Washington. “What I saw down there was fascinating: well- 
respected businessmen who came to Washington and were re- 
ally ineffective,” says Goldman's Paulson. “They had по 
experience in government and were working off.a business 
model, where it's a lite easier to get things done. Washington 
is infinitely more complex.” | 


Peter Peterson — known аз Mr. Rolo- Part of that complexity consists of hav- 
rige accipe er dein “M ing to deal not only with officials ar other 
dustry, where | & | departments and ies but also with 
Howell but left his job 25 Commerce secre- any ыен ad 





Congress and an aggressive national media. 


rescue Lehman Brothers, only to be | ital's clima m 
wide in the internecine мо denim Wall site eie [S bdo ul = cis 
gulfed the firm in the course of the mid- ae oe s : decades. Laments Robertson Stephens’ 
"80s. Now bes riding high as chairman of . UNGerestimate ће р... “Th. quality of life in public ser- 
Blackstone Group and as a Coogi" а | ‚ Vice has abso hell. The abili 
menraror on public policy = byzantine nature of ii dicas "wd wa viz their kax 

Bur, for each success, there are a host of . Сш, VQ. Ри tions has become more difficult. In the long 
failures, or anyhow relative failures. Don- Washington. run it will hurt the counry.” 
ald Regan, the Merrill Lynch & Co. chair- | Nonetheless, there's no shortage of 
man who became Ronald Reagan's first volunteers for capiral duty — despite the 


Treasury secretary, ran afoul of insider politics when Е 
he became White House chief of saf Altman, of , 
course, was driven from Washington by his White- ` 


Oxman, Holbrookes predecessor at Stare, was also ДЕР ЫЕ = 
bounced, having failed to make headway on the RI aT 


7 57 Д government officials make countless contacts 


Bosnia crisis. 


places. In the capital, process predominates; in. We 
Manhattan results are what matter. Carlyle managing | 
director Rubenstein offers this assessment: "The skills ’ 
that make you a success on Wall Street include the ability to 
be tenacious, the willingness to make enemies, to say: “This is 
the deal. This is what we're doing. You can accept it, or we'll go 
elsewhere." In government you have to persuade people. A scar 
in government is probably good at putting together coalitions, 
getting people to like him. In~business if you want to make 
everyone like you, youll probably lose ã lor of money" - 
Successful shutters have to adapt, accepting, for starters, фах 
the terrain is bound to be unfamiliar. “People coming from 
Washington to Wall Street without previous experience general- 
ly fil,” points our Hennessy. Washingtonians can't just rely on 
their connections; they have to already have business skills or 
the willingness to work hard to develop them. "Ics nor enough 
to open doors to be successful. Maybe it was once, bur it’s not 
enough now. I'd say 80 percent of the people who leave the gov- 
ernment never leave Washington. They still have Potomac fever, 
so they end up not being successful,” Hennessy says. 
Blackstone senior managing director Glenn Hutchins, who 
worked for a year in the White House, chiefly on health care 
reform, found his experience stimulating, if ar times frustrat- 
ing. "I have absolutely no interest in going back for the next 
quarter century,” he says. “Т had a great experience. I gor an ad- 
vanced degree in American politics. Bur I’m back in my natur- 
al habitat. The difference berween me and some others is that 
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e à : people on major national issues that have a significant 


income sacrifice it entails for Wall Streeters. “I've al- 
ways said there were two kinds of income — finan- 
cial income and psychic income," says 
Blackstone Peterson. “My financial income went 
down dramatically, but my psychic income went 
' up even more.” То be sure, Peterson and other 


_ thar, like stock options, can pay off big later. “The 
` networking," allows Peterson, “can be valuable if 
you have regular constructive contact with business 





effect on the economy and on the specific business as well.” 
Today, with the campaign season in full swing, роселца! 

job-seekers are forgathering for a feeding frenzy. “You're inun- 
dated with people jockeying, conniving and scheming,” says 
recruitment specialist Pendleton James, who wes the director of 
personnel in the Reagan White House. “I'd walk down the 
Street and people would chase me, thrusting résumés ar me, 
following me into parking lors.” | 

Who on Wall Street might be making the trip south after 
the election? On the Democratic side Steven Rattner, the 
Lazard Fréres media banker, has been conspicuously active in 
Democratic fundraising. Though he officially disclaims any in- 
terest in going to Washington, some who know him say he - - 
ets a top job in a reelected Clinton administration, perhaps 
depury Treasury secretary if Lawrence Summers chooses to quit 
that post at year-end, as many expect he will. Other potencial 
names are Sanford Robertson, chairman of Robertson 
Stephens; James Harmon, senior chairman of Schroder 
Wertheim & Со.; and Robert Hormars, vice chairman of 
Goldman Sachs International. TS 

On the СОР side? PaineWebber Group СЕО Donald 
Marron, a leading Dole supporter. CS First Bostons Hen- | 
nessy is another leading candidate for a Dole administration 
post, as are former Merrill Lynch chairman William Schreyer 
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and Montgomery Securities chief Thomas Weisel, who heads 
Empower America, the conservative think tank associated 
with Republican vice presidential candidate Jack Kemp. 
Others to watch: Fannie Mae general counsel Robert Zocl- 
lick, who's 2 leading Dole adviser on foreign policy, and 
Dole's fellow Kansan and former Fed governor Wayne An- 
gell, now at Bear Stearns. 

Whatever che trials of life in Washington, many veterans 
of the shuttle never lose their taste for the Beltway exis- 
сепсе. Says Hennessy, "Anyone who has worked in Wash- 
ington would go back if the president called and if it was 
the right job.” 


Wall Streeters | in Washington 4 








Additional research was provided by Reporter-Researchers 
Manmohan Pal-Singh and Chad Rademan. 
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The Wall Streez- Washington milieu Bas spawned a breed of Gnsncier-polidenin (or pechans passibus ESSE 
inhabits both domains. The following entries indicate the current Washington tides and past Wall Street posts ا‎ єх- 


amples of this migratory sort. 


e David Aaron, U.S. тер. wie нк =, 
(1981-1985); дер. asst to che pres. for nac security, Walim = 
House (1977-1981). 

° Aida Alvarez, dir, Of of Fed. Housing 

Enterprise Oversight; vp, CS First 3 

Boston (1988-1993). - AW 

° Carol Bellamy, exer. dir, Unicef dic, AE 

Peace Corps (1993-1995); md, Bear 162874 

Stearns (1990-1993); prin., Morgan ҖӰ 

Stanley (1986-1990); pres., New York ‘tam 

City Council (1978-1985). EB 

s Alan Blinken, U.S. ambassador to Bel- 
gium; md, Wertheim Schroder 
(1986—1993); риш» Wertheim & 

Co. (1972-1986). 

* Donald Blinken, U.S. ambassador 
zo Hungary; md, E.M. Warburg Pin- 
cus (1970-1993). — 

* Darcy Bradbury, ass? secy of Treasury for financial markets; 
dep. asst sec y of Treasury for fed. fin. (1993—1995); vp, CS 
First Boston (1986—1989). Y 

e Henry Cisneros, есу of HUD; chmn, Cisneros Asset Man- 
agement (1989-1993); mayor, San Antonio (1981—1989). 

° John Dalton, есу of the Navy; head, San Antonio ofc, 
Stephens Inc. (1991-1993); chma and CEO, Freedom Cap- 
ital Corp. (1984-1989); chmn, Fed. Home Loan Bank Ва 
(1979—1981); pres., Ginnie Mae (1977-1979); Goldman 
Sachs, Dallas (1971-1977). 

a Carrie Dwyer, sr counselor to the chmn, SEC; svp and сеп] 
counsel, American Stock Exchange (1977-1989). 

e Joshua Gotbaum, ап? sec'y of Treasury for econ. policy; asst - 
sec'y of Defense for econ. security (1993-1995); сеп] роп, 
Lazard Freres (1981-1994); assoc. dir. for economics, White 
House domestic policy staff (1980-1981); exec. 2551 to the 
pres. adviser on inflation, White House (1978-1979). 
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`e Ernest Green, chmn, African Dez. эл1 


-.ers (1987; pres., Ernest Green Associates (1981-1987); 


.- asstsec y of Labor for employment and training (1977-1981). 
7 = == U.S. ambassador to Mexico; chmn, American 
7 Stock Exchange (1989-1993); U.S. congressman from Ok- 


` Ehoma (1973-1987). 


| E Robert Kyle, special аз? to the pres. for intl and econ. affairs 


` White House; chief intl trade counsel, U.S. Senate Commit- 


- * ее on Fin. (1990-1993); vp, Shearson Lehman’ 
- (1988—1990). 


e Susan Levine, sap, ОРІС: dep. asst sedy of Treasury | 
(1993—1995); svp, Lehman Brothers (1984—1993). | 

° Arthur Levitt Је, сёл, SEC; chmn, American Stock Ex- 

change (1978—1989); pres., Shearson, Hayden, 

Scone (1962-1978). 

e Roger Mehle, exec. dir, Fed. Retirement 

Thrift Inu. Bd: chma of same 

me (1986-1994); сүр, Paine Webber 

JE (1983-1984); asst sec'y of Treasury for 

domestic fin. (1981—1983); svp, Dean 

Witter Reynolds (1979-1981). 

a Richard Moose, undersec'y of State for 
> management; svp for incl and govern- 
mental affairs, American Express 

(1988—1993); md, Shearson Lehman 

(1985-1988); sr adviser, Lehman 

` Brothers, Kuhn Loeb (1981-1985); 

asst зес у of State for African affairs 
(1977-1980); dep. undersec’y of State 
for management (1977). 

e David Pearl, dir. of policy research and capice ке ИН Of 
of Fed. Housing Enterprise Oversight; vp, Muriel Siebert & 
Co. (1991-1993); vp, Goldman Sachs (1986—1987). 

• William Perry, зесу of Defense; dep. зесу of Defense 
(1993—1994); pres., Technical Partners (1985-1995); md, 
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Hambrecht & Quist (1981—1985); undersec'y of Defense 
for research and engineering (1977—1981). 

° Franklin Raines, nominee, dir, ОМВ; vice chmn, Fannie 
Mae (1991-1996); ltd and реп1 penr, Lazard Frères 
(1372-1991); assoc. dir, OMB (1978-1979): ass dir. 
White House domestic policy staff (1977-1978). 

° Nicholas Rey, US. ambassador to Poland: md, Bear Scearns 


| (1987-1992); md, Merrill Lynch Capital Markers 


(1971-1987); staff mem., pres.'s commission on int'l made 
and inv. policy, White House (1970-1971); vp, Drexel, 
Harriman, Ripley (1968-1970); staff asst to the sec'y of 


. Treasury (1963-1966). 


° Robert Rubin, есу of Treasury; aset to the pres. for econ. 
policy, White House (1993-1995); co-chmn, Goldman 
Sachs (1966-1993). | "x 


House; svp, Fannie Mae (1987-1993); special asse to the un- 


dersec'y of Treasury for finance ( 1981-1587); dep. asst реп 
Potomac financiar ==. - 


on their know-how. 


counsel for environmental, civil rights and general law, Пере 
of Гапзрогачоп (1978-1981). 

© Charles Sethness, CFO, IDB; dir. of capital markers, IFC, 
World Bank (1988-1989); asst sec'y of Treasury for domestic 
fin. (1985—1988); md, Morgan Stanley (1975-1981). 

° Larry Speakes, svp far corporate and legislative affairs, US 
Postal Service; зур for communications, Merrill Lynch 
(1987-1988); prin. dep. press sec'y and asst to the pres., 
White House (1981-1987); asst press sec y, White House 
(1974—1976); staff asst to the pres., Whice House (1974). 


.. ° Joan Spero, undersec'y of State for econ., business and 


agriculzural affairs, evp for corporate affairs, American 
Express (1981-1993); ambassador to the U.N. Econ. and 
Social Council (1980-1981). | 

° James Wolfensohn, pres, World Bank pres. and CEO, 
James D. Wolfensobn, Inc. (1981-1995); gen] pmr, Sal- 
omon Brothers (1977—1981); prin. exec. ofer, Schroder 
(1974-1977). 


Дре Бата govemment may be shrinking, buz Washington is abloom wich banking houses абі with former politicos wading 


ACON INVESTMENTS um 
Sachs; asst sec'y of Stare for inter-American affairs (1989-1993); dir. of 
policy, Democratic National Committee (1981—1983); dep. 
asst to the pres., White House (1977-1981). TT 
APPIAN GROUP ees 
° Lawrence Eagicburger, sr counselor; sec’ yof Scar JE В 
(1992-1993); dep. sec'y of Stare (1989—1992); т" 
pres, Kissieger Associares (1984-1989). m mS 
° Jacques de Groote, sr adviser; exec. dit, IMF E eem 
(1973—1994); exec. dir, IFC and World Bank 


^ 
ha b PIX 
d и 


“7. ш == з 
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(1973—1991). ` 


ATLANTIC PARTNERS 

* Alton Keel Је, рит end md: hmn and CEO, ^ 
Carlyle Internacional (1992-1995); vice chmn, "> 
Riggs National Bank (1989-1991); U.S. am- | cnl 
bassador vo NATO (1986-1989); acting nar! — Cartyle Group's 
security adviser (1985-1986); assoc. dir., Frank Corluce] 
OMB (1982-1985). | 


* Brian Bailey, гр; dep. campaign manager, Clinton/Gore '96 Primary 
Comunittes (1995-1996); special asst to the pres, White House 
(1994—1995); assoc, Bowles Hollowell Conner (1992-1994). ^ 


° James Baker Ш, sr counselor; White House chief of saf fS 


(1992-1993); sec'v of State (1989—1992); sec'y of Trea 


(1985-1988); White House chief of staff (1981-1985). ae 


° Frank Carlucci, cham and md sec'y of Defense (1987-1989); рагі 
security adviser (1986-1987); dep. die, СТА (1978-1981). 

° Richard Darman, má: dir, OMB (1989-1993); md, Shearson Lehman 
(1987-1989); dep. зесу of Treasury (1985—1987); asst го the ргез-, 
White House (1981-1985). 

° Christopher Finn, md, ins evp, ОРІС (1993—1996); evp, American 
Stock Exchange (1990-1993); chief of staff for Sen. Daniel Pacrick 
Moynihan (1987-1989). 
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° David ВпЬепзсїп‚ co-founder and md: дер. domestic policy adviser, 
Whine House (1977-1981). | 


CASTINE PARTNERS 


° Bernard Carl, managing рїлт; vp, Salomon Brothers (1984—1987); spe- 
dal 2551 to the зесу of HUD (1975-1977). 

° Shannon Fairbanks, prear; COO, Fed. Home Loan Bank Bd 
(1983—1987); dep. asst diz for econ. affairs, White House domestic pol- 
icy saff (1981-1983). 


„= COMMONWEALTH HOLDINGS 


° Jonathan Silver, дет] роту counselor to the sec'y of Interior and special 
adviser to the sec'y of Treasury (1994—1995); asst dep. sec'y of Com- 
merce (1992-1994); md and COO, Tiger Management (1990-1992). 


_® Nicholas Brady, founder, chma and CEO; зсс'у of Treasury 


(1988—1993); chma, Dillon Read (1974—1987); U.S. 

=e senator from New Jersey (1982). 
Radeon • Al Hansen, sup; dir. of the ofc of corpora fin., 
Sergey Treasury (1992); st adviser for domestic econ. 
tea policy, Treasury (1992); vp. Dillon Read 

у. (19861997). I 
5 ° Danie Mart, md end СТО; undersec’y of fin., 
“tres, Republic of Argentina (1992-1994); bd 
eam mem., Central Bank of Argentina 

= (1986—1988). š 
° Hollis McLoughlin, та and COO; 
asst sec'y of Treasury for policy manage- 









ap 


т ment and counselor to the sec’y of Treasury 
Darby Investments’ (1989-1993). i 
Nicholas Brady ° Meredith Oliver, vp; дер. asst sec'y 


of Treasury for policy management (1991— . 
1993); dir. of scheduling for che sec'v of Treasury (1988—1991); diz, 
Ofc of Business Affairs, Treasury (1985—1988); legislative dir. for 
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Rep. David Emery (1975-1985). 


EMERGING MARKETS SORE, 


"Pee sec'y of Treasury (9951996), U.S. senaror from Texas 
о 


p= = саш S: јен ui и кее 
(1973—1977). За 

° Mocen Qureshi, тил; prime minister of Pakistan (1993): svp for oper- 
ations, World Bank (1987-1991), svp for finance of same 
(1980—1987); vp for finance of same (1979-1980); evp, ТЕС, 
World Bank (1977-1981); vp of same (1974-1977); econ. ad- . 
viser of same (1970-1974). 
° Donald Roth, managing pir? vp and treasures, World =, 
(1988~1992). 


ture investment, = e oT RTT - 
re gp e то ааа 
genl counsel, IDB (1960-1977); counsel to the oft of 
int'l ба, Treasury (1952-1960). 


FRIEDMAN, BILLINGS, RAMSEY & CO. Ф: 


• Karen Edwards, mdi diz of solutions, RTC oversight TASA E 


(1990-1992). | 
e Robert Harthetmes, mud: dir of the division of resolutions, | 


FDIC (1994-1995); assoc. dep. di of resolutions of same E < 5 


(1991-1994). 


° J. Rock Tonkel, md: special asst to the dic, ОБ of Thrift тин 


5 Treasury (1992-1994). to the vp of Ба. of the Word Bank (1973—1976); зг counsel _ 
TT : Equity Pariners to the World Bank (1366-1973); genl counsel, Kuwait 
GALWAY PARTNERS Richard Burt Fund for Arab Economic Development (1963-1966). | 


e Le Gen. James Abrahamson (USAR, ret), s adviser; dir, 7 
Saategic Defense Initiative, Dept of Defense (1984—1989); assoc. ad- 
ministrator, NASA (1981-1984); dep. chief of staff, Air Force 
(1980—1981). 

° Gen. Paul Kelley (USMC, ret), sr adviser; vice chmn, Cassidy & Asso- 
cates (1987); commandant of the Marine Corps and mem. of the Joint 
Chiefs of Saf (1983—1987). 5 
° John McKeman је, sr adviser; governor of Maine (1987-1995); US. 
congressman from Maine (1973—1976). 


HAMILTON SECURITIES GROUP > 

` © Мапгееп Bolton, mortgage loan sales coordinator; securiczasion dic, 
Fannie Мае (1994—1995); sr attorney, КТС (1991—1994). 
e Russell Davis, compliance afer; дер. asst sec'y of HUD and exec. 2555 vo 
the FHA commissioner (1989-1990); assoc., Dillon Read 
(1983—1989). 

e С. Anscin Firs, chmn 255 sec'y of housing and fed. housing commis- 
sioner, HUD (1989-1990); md, Dillon Read (1978-1988). ` 
° Charles Hanson, budgetary analysis; st analyst, Senate Budget Commit- 
tee, and legislative asst to Sen. Jim Sasser (1993-1995); budget exam- 
ines OMB (1986-1992). А 


INTERNATIONAL EQUITY PARTNERS . . `. 

° Richard Buzz, сбоя; ром, McKinsey & Co. (1991-1994); T T 
Gator, Strategic Arms Reduction Talks (1991); U.S. ambassador со the 
Fed. Republic of Germany (1985-1989); asst зесу of Зеле for Euro- 
pean and Canadian affairs (1983-1985); dir. of policico-military affairs, 
Sare (1981—1983). 

° John Kelly, md: U.S. ambassador to Finland (1991-1994); asst sec'y of 
Sate for Near Eastern and South Asian affairs (1989-1991); U.S. am- 
bassador to Lebanon (1986—1988); dep. ass't зесу of Srate 
(1981-1985), dep. exec. sec y of Srate (1980—1981). 
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е Robert McCormack, bed penr and sr adviser; asit sec y and compcroller 
of the Navy (1990-1993); acting dep. undersec’y of Defense for acqui- 
ябаа, deg. undemec'y of Defense for industrial and intl programs and 
dep. asst зес у of Defense for program support (1987-1993); md, 
Morgan Stanley (1981-1987). 

* Ed Rogers, vice сети dep. asst to the pres. and exec. asst to the White 
House chief of staff (1989-1991); White House policical dir. 
(1987-1988); special asst со che pres., and dep. diz, ofc of political 26 
Sirs, White House (1985). 

• Rockwell Schnabel, fed perr and sr adviser; acing sec v and dep. sec y of 
Commerce (1991-1992); undersec'y of Commerce for travel and 

tourism (1989—1991); U.S. ambassador to Finland (1985-1989); 


Pn. = pees. and CEO, Вагетлап, Eichler, Hill, Richards (1965-1983). 


=. e Philip Stevenson, рта. special asst, ofc of che ass't sec'y of 
See Treasury for inr airs (1991-1993). 


Ts “к 
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E = SO 
a= r # 


e Joseph Wright, dren, and chmn and dir, AVIC Group In- 
y zermaznanak diz and dep. dir, OMB (1982-1989); dep. sec'y 

of Commerce (1981-1982); asst зес у of Commerce and Agri- 
culmre (1971—1976). 


= № G. WILLIAM MILLER & CO. 


° Michael Cardozo, zd, and exec. dir, Presidential Legal 

‚ Defense Fund; asst to the U.S. attorney вез", Justice 

2 3 ` (1993); dep. counsel to the pres., White House 

EF (1977-1981). 

| © Saad El-Fishawy, sr adviser; sx adviser for Middle Eastern af- 

firs and special counsel w the World Bank (1984-1937); special 
adviser to the pres. of the World Bank (1976—1984); adviser 


i . ° J. Joseph Kruse, pom, dix and sep; па staff dir. of cin 
` epportunizy, White House (1961-1963). 

• G. William Mies, chma and pres.; CEO, Federated Stores 
` (1990-1992); sec'y of Treasury (1979-1981); chma, Fed. Reserve Bd 
` (1978—1979). 
о Steven Skancke, sd: dep. SS dcn ne MP to 
the dir. of the White House ofc of policy dev. (1982-1984); exec. sec'y, 
Depository Insiturions Deregularory Committee (1981—1982); staff 
economist, Commerce (1976—1977). 
> David Seats, sr asoc; foreign service ofen, Sexe (1992-1995); US. 
consul, Peshawar, Pakistan (1990-1992); adviser on Soviet and Ease 
European affairs to the U.S. commandant, West Berlin (1986-1988); 
head of the Istanbul ofc, Joint U.S. Mission to Aid т 
(1980—1986). 


THAYER CAPITAL PARTNERS 

o Fred Malek, стл; campaign manager, Bush reelection campaign 
(1992); dep. dic, OMB (1973-1975): special asst со the pres., White 
House (1971—1973); dep. undersec y of HEW (1969-1971). 


TRINITY INTERNATIONAL PARTNERS 

e E. Patrick Coady, managing pon; bd mem., Czech and Slovak American 
acter Fond рату, ясау rep. to the World Bank 
(1989-1993); CFO, Acacia Group (1985-1989); chmn, Coady & Co. 
(1980-1985); svp, Dillon Read (1966-1980). 
° John Suaunn, porr; counselor to the pres, White House (1991-1992); 
White House chief of staff (1989-1991); governor of New Hampshire 
(1983-1989). 


WASHINGTON ASSET MANAGEMENT . 
° Ismail Dalla, pres; sc inv. ofer, capital markets division, IFC, World 
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! ° Stephen Oxman, md; paz, James D. Wolfen- | 


Bank (1995—1987); prin. Gmancial specialise, Middle Ease and South 
Asia, World Bank (1981—1986). 


° Louis Enof, cmn of tbe bd, and prin, Enof Axociates, acing commis- 
sioner, Social Security Administration (1992-1993); prin. dep. commis- 


sioner of same (1991-1992); chmn of the exec. dev. board, Health and 
Human Services (1986-1993). 


ean counsel, House Commerce Commirtez (1990—1995). 


° Scott Cleland, má; дер. U.S. coordinator for inr] communications pol- 
icy and зе policy adviser for legislative affairs, Scare (1989-1992); dic. of 
legislarive affairs, Treasury (1987-1988). 


° Edward Garlich, md: prez, Washington Forum (1973-1989); aide co 


WASHINGTON RESEARCH GROUP 


° Seephen Blamenthal, sr consulzanz; зүр of same (1995—1996); Republi- 





Washington on Wall Street 


Sen. Gordon Alloc (1962-1967). 


° Lyle Gramley, monetary policy consulant governor, Fed. Reserve Bd 
(1980-1985); mem., Council of Econ. Advisors (1977-1980). ` 





Pl seis pays ДВ рае става nace pays aed period. In а hippy роде accommodation, Бале база hin 
fernune-socking ex-burcancrars for their expertise and connections. 


BANKERS TRUST СО. 

° Joshua Feinmran, vp and global markets econo- 
тит; sx economist, Fed. Reserve Bd 
(1988—1993). 


° Douglas Kidd, md and bead of corporate јс . бын 
firs egidaive counsel foe Sea, Sum Nuna = 

(1979-1983) 7 — EL —— 
° Frank Newman, pra. end CEO; dep, sedy of 
Treasury (1994—1995); аг 
domestic fin. (1993-1994); vice chma aad СТО, 
BankAmerica (1986-1993). di 


о: 


soba, Inc. (1995—1996); asst зу of Sane iw 


for European and Canadian affairs x 
(1993-1994). bibend 

° Paul Volcker, adviser to the domns chma, ЙС x E 
James D. Wolfensohn, Inc. (1988-1996); dma, Fed Reeve Bi 
(1979—1987). > ae 

° Jaba Williams, ыы пале тт massa, ` 
PIE RERE БАНКА га жй пе и л 

BEAR, STEARNS & CO. DOSE NS | 
(1916 1950. [pu A 
куруына чыз citi ig 
oes: OMB (1981-1985). в» = 


pee (1962 1985) к 


for Larin America (1990-1993); Republican staff diz, Joint Econ. 


Comminee (1989-1990); dep. E i developing a2- 


doas (1988). : 


* Joha Ryding, Manli regres ae accent Ons MES: РМ 
Fed. Reserve Bank of New York (1989-1991); NON Mor ара 
England (1980-1989). 


BLACKSTONE GROUP 


a Glenn Harchins, sr ma, and chmn, Western NLS, Bepi Ренеа 
cial adviser, exec. ofc of the pres., White House (1993-1994); mi 
Thomas Н. Lee Co. (1985—1994). 
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«Peter Респ: ciant chmn and CEO; Lehman Brothers 
(1973—1984); эсс'у of Commerce (1972—1973); asst to the pres. 
for intl econ. affairs, V hire House (1971-1972). 

° David Stockman, sr md; md, Salomon Brothers (1985—1988); dic, 
‚ OMB. (198 1-1985}; US. ошын Бога Mem 


E 1977-1981). 


ET. CS FIRST BOSTON 
S ° Darwin Beck, dir, “= maar одр ; 


LE iy Bd (1965-1981). " iS 
mum E ` ¢ William Bowden, nd i cu chi / 
` counsel, OCC (1991-1994): ` T 
x 1 о Jeffrey Ranzel, md: special ass’t to thie un- 
ES `4депес'у‹ suy for arl affairs 2 LAT 
= (1989-19 . 2 
= ejick сезуу; ата amd GEO; ase sec y of 
| Treasury int] affairs (1972-1974). 
? = завела Holbrocks, vice chm; asst sec'y of 
` ` (1994-1996); U.S. ambassador то Germany 
ii (1993-1994); md, Lehman Brothers ` 
(1984-1993); asst sety of Scare for East Asia 
(1977-1981). z ж 
` e Davîd Mulford, اج کرک با‎ of 
ا‎ W Tm dapi RS 
(1934—1992); special asst, Treasury (1965-1966). 
“1‹йеу Salzman, mé; press sec у and legislative asc to Sen. Abra- 
` barn Ribicoff (1975-1977). 
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© David Malpass, sr md and dir, Главни ko snk АЧ E * Neal Sons, iud 2 adn end Chief адаы vp; Fel: RE Bak 


of New York, and special asst to che chma of the Fed. Reserve Bd 
· (1982—1983): dir. of banking research and есоп. sa division, 
OCC (1979-1981). 
* Maynard Toll, md and sr adviser; legislative and admin. ass't to 
Sen.-Edmund Muskie (1971—1975). 

° Scott Ulm, md and head of asset fin. group; aide то Sen. Charles 
Percy (1980—1984). ç 
° Frank Zarb, РЕ УЕ" "т 
ergy Resources Council, and asst со the pres. for energy affairs, White 
House (1974—1977); assoc. dir, OMB (1973—1974); asst sec'y of La- 
bor (1971-1972). 
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DILLON, READ & СО. 
+ Joka Bikelund, cee, end тя S ы Бареа Fund 


° Peter Flanigan, dir; diz, White House council oa ши econ. policy | 
(1972-1975); ass to the pres, White House (1969-1975). - 


° Jerome Powell, та; md, Bankers Trust (1993—1994); undersec y of 
Treasury for fin. and asst зоѓу ior Comes f 
(1990-1993); md, Dillon Read (1984—1990). 


DONALDSON, LUFKIN & JENRETTE y 

e William Donaldson, sr adviser; chmn, New York Stock Ex- 
change (1990-1995); CEO, Газа па ова 
(1981-1990); ; White House special counsel (1975); under- 
sec'y of Sate (1973—1975); co-founder and CEO, eub 
(1959-1973). 


жейрени деи caeca А ~ = Е 


election Campaign (1992); me cian — 


of the sty of Treasury (1982-1984. | Ж x E 


ЧЕНЕ "Smt to Rep. Michael Synar (1984-1987). 
capital markets, Fed. Reserve Bank di New York >. "CS Fest Boston's 


© Ellioc Platt, md, econ. ا ن‎ БЫЛ OF ` > 


ЗЕЯ, г 


chmn, Blackstone Group (1987-1994); st par and dir, Lehman | 
Brothers (1981-1987); asst sec'y ob conr fon domesic f 
(1977-1980). уф 


*Austin Beutner, co-founder, and pres. and CEO, US Redeem 
Fund; pres. and CEO, Fund for Large Enterprises in Russia . 
(1994-1995); = gen] pur Blackstone Group guid 


Du c 


GOLDMAN,SACHS&CO. | U: 


~ 


° Bernard Aronson, Sao SP NETT на рае. 


* Joshua Bolten, exec. dire London; dep asst to the pres. for legislative af- 
de ipn aa аиа а к. d 
(1989-1992). . 


+ Abby унер Con, vp and ca of de pleri tto 


mist, Fed. Reserve Bd (1973—1976). 


° E. Gerald Corrigan, стл, linc Е ЕТ Y 


Fed. Reserve Bank of New York (1985—1993); pres., Fed. Reserve Bank 


ле e A = i r ВЕ im‏ ا 


serve Bd (1979—1980). 
• Carter Doswell, sp fir sor effi legit die fr Rep jad 
Moody (1983-1984). 


e William Dudley, d, U.S. econ. ин emai Fe Rie BA 
(1981—1983). 


° Gay Erb, dir. grî Goldman Sachs Mii dep. dis, Us. ъа pa 


Cooperarion 
(1977—1980). 
• Henry Fowler, led penr; chmn, Goldman Sachs Ínrernational | | 
(1969-1984); sec'y of Treasury (1965-1968). 7 27У x x ; 
• Robert Grusky, est spa project sy af Deanne ` 
(1990-1991). 
° Lucia Halpern, exec. dir. of intl equity research; special 2551 to жей. 
sec'y of Sate (1988-1989). 

e Thomas Healey, sex. ptar, bead of pension services group; asst sec'y of 
the Treasury for domestic fin. (1983—1985). 


* Robert Hormats, vice chmn, Goldman Sachs International; asst sec'y of 
State for econ. and business affairs (1981-1982); dep. U.S. Trade гер. 
(1979—1981); dep. asst зес у of Stare for econ. and business affairs 


62 INSTITUTIONAL INVESTOR 







Agency (1980-1981); saf mem., Natl бези: Counc S 


— “sa 55 


(1977—1979). 


— па qo peur end head of curtes and commodities eper- 
ations st saf mem., White House ofc of science and technology policy 
(1978—1981). 


' © Mike Mansfield, in country adviser; US. ambassador co Japan 


(1977-1988); U.S. senator from Monrana (1952-1977). 


o Edward McKelvey, sp and sr economist; economist and section chief, 
Fed. Reserve Bd (1975-1983). 


° Henry Paulson Је, vice chmn and СОО; asse die, White 
House domestic policy council (1972-1973); saf asst то the 
pres, White House domestic policy council (1972); staff asst 

to the asst sec y of Defense (1970-1972). 
° John Rogers, гр and dir. of corporate affairs; andessec'y of 
Seate for management (1991-1993); asst sec'y of che 


Treasury (1985—1987); acm the pa. White House 
(1981-1985). 


F |“ C. Pener Rose, i abs. Tastings admin. a asst 


s Gary Seevers, led ренту acting chmn and commissioner, 


| | d “Richard Holbrooke a ORNA MIO NN, A aed Advisors _ 
agii, tm Ronde MAE с. eve 


(1970-1975). 


° Judah Sommer, гр and manager, uL P ese oue 
‚ Select Commitee on Small Business EISE Fe tee et so eit, 
‘Jacob Javi (1972-1975). 

° Steven Scrongin, vp and dir. У и Mc m 
policy research, Fed. Reserve Bank of Chiczgo (1982-1994). 

° Peter Sutherland, perr and chmn of Goldman Sachs Internasional: dit 


. gæl, World Trade кансы AT (1993-1995); commissioner 


for competition, EC (1984—1989). 


i "Gage Wald Je, genî par cade, К. Raa Bd : Sus 


(1977-1979). и 


| Е җые von: Put же Be of New NR as 


bd mem., Hungarian American Enterprise Fund; dep. r. ас 
г 0985-1989) co-chmn, Goldman-Sachs (1947-1 984). 7 

LAZARD FRERES & CO. FR 

e W. Michael Blumenthal, sr adviser; sec y « гта y (1977-1979) 
° Steven: Golub, md: dep. asst sec'y of HUD (1979—1980). : 
a Peter Lewis, #:d: dep. asst se'y of HUD 1956-1960) astdiz. U.S. 
Budget Bureau (1968—1969). : 
= James Lynn, sr adviser; chmn and CEO, up 
(1984—1992); asst to the pres., White House (1975-1977); dit, OMB 
(1975—1977); sec y of HUD (1973-1975). 
° Arthur Solomon, md, real estate; сур and CFO, Fannie Mae 
(1980-1982); saff mem., White House task force. on incergovernmen- 
tal relations (1967—1968). | 


опада Бел eund; пера de оу of Tey 
(1993—1995). isis at 


LEHMAN BROTHERS 


ie ° Thomas Gallagher, sup for equity research, айран dks U.S. Inr 


Trade Commission (1984—1986); legislative asst to Sen. ia 
Mitchell (1981-1984). 

`Eraest Geen, d рот so Wall See in Washing. 
page 54. 

e Robert Kimmitt, md: U.S. ambassador to Germany (1991-1993); un- 
dersec’y of Stare for political affairs (1989-1991); genl counsel, Trea- 
sury (1985—1987); dep. asst to the pres. for national security, White 
House (1983—1985). 
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o Thomas Russo, та and chief legal ofer; dic, division of trading and 
markets, CFTC (1975-1977); staff атогпеу, SEC (1969-1971). 

° James Schlesinger, consultant and sr adviser; sec y of Energy 
(1977—1979); asst to the pres., White House (1977); зесу of De- 
fense (1973—1975); diz, CIA (1973). 

• John Schmidt, md, San Francisco; dep. ass't sec'y of Treasury 
(1979—1981). | 

° Raymond Seitz, md; U.S. ambassador to the Court of St. James 
(1991-1994); asst sec'y of Seate for European and Canadian affairs 
(1989—1991). 

° Kim Wallace, ур; legislative asst to the Senate majority leader 
(1989—1994); saff mem., Senate Budget Committee (1984—1986). 


MERRILL LYNCH & CO. 


o Thomas Casey, та, Europe; dep. chief of operations, ЕСС 
(1978—1981). | 
° Thomas Dawson П, dir; U.S exec. dic, IMF (1989—1993); dep. 255% 
to the pres., White House (1985—1987); asst sec'y of Treasury for 
business and consumer affairs (1984—1985); дер. asst sec'y of Trea- 
sury for developing nations (1981-1984). 


• William DeReuter, vp, government relations; exec. asst for legislative 
affairs, Treasury (1981-1986); press aide to Sen. William Roch 
(1975—1978). 

* Stephen Hammerman, vice chmn; New York regional administrator, 
SEC (1979—1981); asst U.S. агтогпсу, Southern District of New 
York (1964—1968). 

° John Heimann, chmn, global financial institutions; dep. chma, Beck- 
er Paribas (1982-1984); chmn, exec. committee, Warburg Paribas 
Secker (1981—1982); U.S. comptroller, OCC (1977-1981). 

Eric Hemel, firs vp; chief economist, Fed. Home Loan Bank Ed 
1983—1985); saff diz, Council of Econ. Advisors (1982-1985); sz 

policy adviser, White House domestic policy staff (1981-1982). 

e William Henkel, first гр, Merrill Lynch private client group; asst to 

the pres., White House (1982-1987); dep. asst зесу of Commerce 

(1975—1977). 


o Mark Hurley, má: vp, Goldman Sachs (1992-1996); dir. of resolu- ` 


tions, ОЕ of Thrift Supervision, Treasury (1990-1992). ` 

° Frank Kelly, гр for marketing and communications; acting dir., ofc of 
public affairs, policy evaluation and research, SEC (1991—1993); 
spokesman for intl affairs, ofc of policy dev., Justice (1989—1991); 
writer, White House (2989). 

° John Kelly, zp for govt relations; ass't sec'y of Treasury for public liai- 
son and consumer affairs (1981—1983); manager of press relations, 
Merrill Lynch (1965—1980). $ 

° Carlos Morales, svp and gen counsel, corporate and institutional 
group; attorney, division of marker regulation, SEC (1979—1982). 

° Anlana Peters, bd mert; commissioner of the SEC (1984—1988). 

° George Schieren, svp and дет] counsel: asst New York regional ad- 
minstraxor, SEC (1974—1981). 

° Andrew Sieg, manager of public policy communications; asst to the 
pres. for econ. and domestic policy, White House (1990—1991). 

° Bruce Thompson, vp and dir. of gov't relations; asst sec y of Treasury 
for legislative affairs (1984—1986); asst зес у of Treasury for business 
and consumer affairs (1983—1984). 

e Charles Trabandt, та; commissioner, Fed. Energy Regulatory 
Commission (1985—1993); exec. 2557 to the sec’y of Interior 
(1984—1985); chief counsel, U.S. Senare Committee on Energy 
and Nacural Resources (1981-1984). 
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MORGAN STANLEY & CO. 


o James Fralick, prin. and sr economist; vp, Morgan Guaranty Trust 
(1981-1983); зг economist, Fed. Reserve Bd (1973—1981). 
(1980—1984). 

Banco Central do Brasil (1987, 1991-1992); commissioner, Commis- 
slo de Valores Mobiliarios, Brazil's SEC (1977-1981). 

е Elaine LaRoche, md: exec. asst, Treasury (1973): admin. asst, White 
House (1972-1973). 

* Thomas Nides, dir, corporate affairs; vp, Fannie Mae (1995—1996); 
chief of staff, U.S. Trade rep. (1993-1995); exec. asst со House Speaker 
Thomas Foley (1989-1992). 

и md; research saff, Fed. Reserve Bd ызан, 


"suy (1985-1989. 

o Sir David Walker, bd mem. and exec. b nonu ias Lloyd's 
Bank (1992-1994); chmn, О.К. Securities and Investmencs Board 
(1988—1992); exec. diz, Bank of England (1982—1988); asst sec'y, Her 
Majesty's Treasury (1961—1977). 

• Harrison Young, та, head of China Intl Capital Corp. (China joint 
venture); dep. to the chmn and COO, FDIC (1991-1994). 


ЈЕ MORGAN 

° Martin Feldstein, ба mem; chmn, Council of Econ. Advisors (1982—1984). 

° Dennis Kass, та, J.P Morgan Investment Management; asst sec y of La- 
bor for pension and welfare benefits (1985-1987). 

° David Kelso, md, private clients group; dep. diz, Ofe of Thrift Supervi- 
sion, Treasury (1990-1993). 

e Timothy Ryan, md and co-head of financial institutions, inv. 
group; dit, Ofc of Thrift Supervision, Treasury (1990—1993). 

• Ernest Stern, md, emerging markets acting pres. and md, World Bank 
(1972-1995). 
Bank of New York (1967—1989). 

° Courtney Ward, vp; staff diz, securities subcommittee of the Senate 
Banking Committee (1993—1995). 


NOMURA SECURITIES INTERNATIONAL 

° John Nichenke, svp and dir., capital markets; dep. asst sec y of Treasury 
for fed. fin. (1984—1985). 

• David Resler, пр and chief economist; economist, Fed. Reserve Bank of 
Sc. Louis (1979-1981). 

° Scott Rockoff, md and dir, compliance; chief, branch of broker-dealer 
enforcement, New York ofc of the SEC (1984—1987). | 

° Perry Scopelliti, md and head of internal audit; chief, broker-dealer ex- 
amination unit, New York ofc of the SEC (1978-1987). 

° Ira Lee Sorkin, exec. md and chief legal орт; dit., New York ofc of the 
SEC (1984-1986); dep. chief, criminal division, U.S. атогпеу, South- 
em District of New York (1971—1976). 

° John Toffolon, exec. та and CFO; md and CFO, First Boston 
(1979-1990); applications analyst, Fed. Reserve Bank of New York 

` (1973-1979). 


PAINEWEBBER GROUP 


° Herbert Janick, gen! counsel, Paine Webber Ine; asst dir. of enforce- 
ment, SEC (1987-1993). 
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° Theodore Levine, gen counsel, Paine Webber Group; assoc. dir. of en- 
forcement, SEC (1969-1984). 

° Kathleen Shanahan, vp and dir, public affairs and gov't relations; co- 
dir., ргез.-ејест Bush cransition/Whice House liaison (1988—1989); spe- 
ctal asst to the U.S. vice pres. (1985—1988); saff mem., Маг] Security 
Counal (1982-1985). | 


КОВЕКТЗОМ, STEPHENS & CO. 


imu banking group; дер. dir.—designate and дер. asst to che pres., White 
House (1991-1993); assoc. dic, OMB (1989-1991); chief speech- 
writer and sr adviser, Bush-Quayle campaign (1988); chief of saff for 
Rep. Millicent Fenwick (1979-1983). 

e Sanford Robertson, cfm, and bd mem., Central Asian-American En- 
terprise Fund. 

° John Robson, sr adviser; dep. зесу of Treasury (1989—1992); chmn, 
Civil Aeronautics Bd (1975—1977); undersec’y of Transportation 
(1967-1969); special asst to the dir, U.S. Budget Bureau (1966). 


SALOMON BROTHERS 


* Michael Andrews, dir. and bead of the Washington oft; exec. asst and 


counsel со the chma, CFTC (1981-1983); counsel to the House agri- 
culture subcommittee (1973-1975). 


* Robert Feldman, та and chief economist, Japan; economist, IMF 
(1983—1989). 

° John Lipsky, md and chief economist; asst chief of exchange and trade 
relarions, IMF (1974-1984). 

* Simon Lome, md and dir, internal audi; gen] counsel, SEC (1993-1996). 


• Deryck Maughan, СЕО; adviser for econ. and fin. affairs, Her 
Majesty's Treasury (1969—1979). 


• David Maxwell, 54 mem.; chmn and CEO, Fannie Mae (1981-1991); 
gen counsel, HUD (1970-1973). 

° Robert Mundheim, та, exec. vp and genl counsel: vice chmn, NASD 
(1988—1991); genl counsel, Treasury (1977-1980); special counsel то 
the SEC (1962-1963). 


SMITH BARNEY/TRAVELERS GROUP 

° Joseph Califano, bd mem., Travelers; sec'y of HEW (1977-1979); spe- 
cial ass't to che pres. for domestic affairs, White House (1965—1969). 

° Peter Dawkins, chmn and CEO, diversified distribution services 
group, Travelers; chmn and CEO, Primerica Financial Services 
(1991—1996); md, Shearson Lehman (1983—1987); U.S. senarorial 
candidate from New Jersey (1988); brigadier реп], U.S. Army 
(1959—1983). | 

* Gerald Ford, bd mem.; pres. of the U.S. (1974—1977). 

e William Heyman, яр, ёти group, Trevelers; md and head of the privare 
inv. division, Salomon Brothers (1993—1995); dir. of marker regula- | 
боп, SEC (1991-1993). 

e David Houston, dir. of public fin.; dep. asst sec'y of Interior 
(1981-1983). 

* Andrew Steffan, md: dir of econ. and policy research, SEC 
(1972-1976). 

• Joseph Wright, bd mem.; see Jefferson Parmers, page 58. 


E.M. WARBURG, PINCUS & CO. 

* Harold Brown, md: sec'y of Defense (1977-1981); зесу of the Air 
Force (1965—1969). 

° W. Bowman Cutter, md; dep. ass't со the pres. for econ. policy, 
White House (1993—1996); exec. assoc. dir., OMB 
(1977—1981). 





° Stephen Axilrod, sr adviser, Maria Нотт? Ramirez, Inc.; staff 
diz, Fed. Open Marker Committee, Fed. Reserve Bd 
(1956—1986). 

e J. Carter Beese Је, vice chmn, Alex. Brown & Sons; commis- 
sioner, SEC (1992—1994); dir., ОРІС (1990-1991). 

e Erskine Bowles, та, Carousel Capital: dep. chief of staff, White 
House (1994—1995); administrator, Small Business Administra- 
tion (1993-1994); chmn, Bowles Hollowell Conner 
(1975-1993). 

° Kenneth Brody, penr, Winslow Partners; chmn, Export-Import 
Bank of the U.S. (1993—1996). 

e Todd Buchholz, md, Tiger Management; assoc. dir. of economic 
policy, White House (1989-1992). 

e Tony Coelho, chmn, Coelho Associates, and sr adviser, Schroder 
Wertheim; md, Wertheim Schroder (1989-1995); U.S. con- 
gressman from California (1978—1989). | 

° Robert Dugger, penr, Tudor Investment Corp.; chief economist, 
Senate Banking Committee (1986—1987); chief economist, 
House Banking Committee (1981-1985). 

° George Gould, vice chmn, Klingenstein Fields; undersec' y of 
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Some other notable Wall Streeters with Washington experience 


Treasury for finance (1985-1988). 

° Richard Kelly, chmn, Aubrey G. Lanston & Со.; dep. asst зесу 
of Treasury (1978—1980). 

• David Mullins Jz, prin. and led penr, Lov:g-Term Capital Man- 
agement; vice chmm Fed. Reserve Bd (1290—1994); asst sec'y of 
Treasury for domestic finance (1988—1990). 

° Scott Pardee, sr investment adviser, Yamaichi International; svp 
and manager of foreign operations, Fed. Reserve Bank of New 
York (1962-1981). 

o Gerald Parsky, chmn, Aurora Capital Partners; asst sec y of 
Treasury for int'l affairs (1974-1977). 

e Richard Roberts, md, Princeton Venture Research; commis- 
sioner, SEC (1990—1995); legislative director, Sen. Richard 
Shelby (1987-1990). 

e William Simon, chmn, William E. Simon Є Sons; sec y of 
Treasury (1974-1977); administrator, Fed. Energy: Office 
(1973—1974); dep. sec'y of Treasury (1972-1974). 

° Peter Solomon, chmn, Peter J. Solomon Co.; chmn, mer- 
chant banking, Lehman Brothers (1980-1989); counselor, 
Treasury (1980). 


SEPTEMBER 1996 


211 











САРЕ ГИ данй CO toe wanana саћа kal 
ДЕТИМ E) QUIS ismooes Tong 





RA ЛЛ), а ye yapapi einen 
денет акен 
جت جا‎ трон 











85 үрөнү nema sael ses amen À one RE рыд = 
OD 3» BO олоп 443 


MA vb de vm и TT) sums] Yo sa dm mj Мерей < 
(RI) e 


мо ot Уа | 
„эмие 22 


hn ane? nemwo Ni 
) xno эги 
пре "ер 


TTE 


| had Sone җит! rE one —— телне fT - 
br oce te р ger tla и" aman. > 
| мон аи маьа: 6 = abp رص‎ o 
„ак oos ПВО DOE cone mr AL eh e Tes in 
[0o m 


JO 3 6CUTTHT4 Moet x01 
=; ест А aba mdi ' 
emm утә! пк, 
veis. qnani AUI iem); am 
W эзарды = ius сит» 
ДЕВЕДЕСЕТ) zuo! злой! TR 


Дру НО onam eun iu bas panin smeesdaf рт 
dus, уназ 
| amd RAEN) тала o үзө ab yen ^ aud. мы: 
р qtue moi ee er 
Ç awat vea. BA) „дй ot се time Шер РОР TOY 


гачнтопа YIN OA 

P bess Уш oto hy vri vis waa ben s m den М 
b o эмчит: ЖКТ Ure) TDD ПУНЕ ald ov Latio 

(ТТФ! ЕТО Г) anne meae: eyle 

| ДВА] ioe zz, omen wii amy "um ара ЫЙ nadî ° 
(esejem ri 
с бало vas erte o izle <ia amaan iha И ОИ 
p dh. A ЗМ) m 
(FNERIT) CU bnc Dg ink rv аи کا‎ awal ا‎ + 
E ыы ай bas nigri „іеі жэс d > 
0501-8041: ruwani iesus d 












48821220 t ай мй үидө 
>n n apis i nnd eh amb дај 
(ОЕТ еен ль 








беге дыр 
з ví Lb ней. 3 зка smh aori? call + 
Bo. ЪЗ oesmnanimbs (UTP) vinan? 
| SU) unas T ye (ane iens i 751) 

"un .amdo normat \ тима авфу aogrelo? sd * 
valsenaos (9361-0861) rabeng папы! geiênad sass 
| ASE) чый 


| hi cn, کا‎ send, هفتح‎ ч. onde. sashan? + 
| b зна ted зато aha us;0 АЗ ob 
| toit 
gayana 21 wana а Д = 
NAVE) 2TIO ‚аф. (et !-r001) DAS стоје 
V Bano tels дай nares ansa) aum enn د‎ + 
amat ame vorerainiambss (6061-6061) se 
zano Bawalloki shred amio РОО 1-0017 ani: 
SEDO t.t 791) 
 maqmi-nequi алиф тыта ani nece, abril № 
Deer-£eer? Z U we Yo xa» 
алнан = de оный bbsT + 
ОО) эшен xri "f? лое 
«фин mate vi cs, enis ВЫ sts „оваа та > 
| 208-2. U 890120801) valoris? cals Sem жазёгдй 
n 1- 8x81) OD man imeem 
limen bb dull siis луды] лень. ` 
| закан diis o BBCI sərrununn[) snl au tu 
SOREL 19017) затоа) palas эон 


| lo inio aA белеу meni ий لمجو وسال‎ • 






| 





НОТР SAAT ДА 


107 


я ана uui The other major provision of the ` Extensive int bad. ui 
Ж i i B ank Bill M nd bil limits the liability of lawyers, . also already the rule ii the N EE Š 
i Lc accountants and officers and direc- " where New York in pci on i 
! C RC Чы کے‎ ен онаа Е tors of failed savings and loan assoc- . encouraged и... г has 
а i | E" tum ations. Opposed by Federal regula-.. - Only one . state legislature, -y 
S Car е ii · tors, the provision is the latest in а waii's, continues to dien ерд" 


series of.signs of waning Congres-. banking. Under the dod interstate 


22 т ew legislation 
ЖЕ sional enthusiasm for any nonparü- every state woul i 2 
| > ©] t М san effort to find those responsible fór, legislature. specifically ven itis йз 
OT VOLE the failures of hundreds of savings, ‚ the practice. Few if any states are 
АТ ТРА $3 du and loans. Those failures, in the late. to do so; some states in the 
AINE 7/26Ј | s. 1980's and early 1990's cost taxpayers Southeast have considerin 
| j š AYcYy NN ` . Whether to d their restrictions 
Measure to Allow + a total of $200 billion. : | even without Federal legislation. - 


; =. кй One lingering obstacle to final pas- 
Interstate Branches*- ssgeisathreat made by Senator Phil ! 
š a n за Gramm, Republican of Texas, to use 
a parliamentary maneuver to force | 
7 reconsider ane part of tbe legislation | 
| "рр i ider one part of islation. vou iis aches 
By KEITH BRADSHER МЕ не obj ected to а provision inserted : within their borders. Today's legisla. 
m" ay epresentative Henry В.! 
aanp a Gonzalez, Democrat of Texas, that . 
WASHINGTON, July 25 — House. = would reinstate Texas's virtual ban ` 
and Senate negotiators resolved their on home-equity loans. A Federal ap- 
differences today on legislation that рвај5 court had recently eliminated 
C branch Бани across cease tes! ^ CEDE ‚зн 
to bra nking across state lines. 
and would subsidize small banks that pásition оа m which ag 


make loans in low-income neighbor- solves disputes that previous sessions 
hoods. ` of" Congress have tackled unsuccess- 


A few states in the middle of the 
country, like Oklahoma, have populist 
traditions of fearing any concentra.. 
tion of banking powers and they re. ` 


^. 
- — 


Li 
Ls 


ze = 


"e ===. 








š ally chartered banks to ignore шалу: 


of'these restrictions, so many state : 
legislatures have been gradually: 
eliminating therm 
Some consumer groups have 
wamed that big national banks may 
be less responsive to the needs of the 
. states and cornraumitles in which they 


WHARTON REPROGRAPHICS 


Today's deal clears away most of 


the obstacles to final passage in the 
coming days of the most comprehen- | 
sive bank legislation to emerge from 
Congress in several years. Adminis- 
tratien officials said that President 
Clinton would sign the bill quickly. ~ 
Most states outside the Southeast. 


already allow out-of-state banks to do | 
some business. But the bill approved | 


. today would make doing that busi: 
ness much easier by permitting 

banks, by 1997, to operate a single. 
network of branches instead of going . 


fully since the mid-1980's. Senators 
and banking experts predicted that 
the current bill would pass before the 
Current session of Congress ends this 


"lhis is eight years in coming,” 
ssid Senator Christopher Dodd, Dem- 
оста; of Connecticut “They're not 
going to let this bill be derailed." 

„Karen D. Shaw, president of the - 
Institute for Strategy Development, a 
banking consulung company, said, 
"One way or the other, sooner or- 


do business, a contention rejected by 
executives at big banks. 

But in a concession to consumer 
concerns that states retain some con- 
trol over banking empires that span . 
more than one state, the interstate 


banking БШ is a Није less ambitious 


sioned. The final version calls for 
State regulators to oversee all of the 
branches in their state, rather than 
allowing Federal regulators to play а 
greater role. 


<. - fto the considerable expense; now ге, so ме by 


; Consumer groups have paid more 


i of maintaining a separate: T m attention to sections of the legislation _ . 
dejar in each und Зас Bringing Down Barriers k for subsidizing small institutions that ` 
| T. m "The hardest-fought sections of to- lend to people in low-income neigh- 
| Official Sees Benefits i. day's legislation will clear the way bornoods. These provisions are also 


fóf big banks to establish truly na- 


Treasury Secretary Lloyd Bentsen. . more modest than the Administration 


id that the lation “will in- bona. branch networks for the first originally planned. у : 
Er ча с ‘п the financia] , “Шеш American history. i Providing Federal money for com- : 


The current Tules requiring banks 
tg.create separate subsidiaries іл 
each state-can cause headaches for 
bank customers. For example, some- - 
one with a Citibank account in New 
| York cannot make a deposit at а. 

Only limited Federal money is" SS ны : ш = But the same budgetary con- 
available for the subsidies approved. sige - : : ! 
today to help small often nonprofit Ee bier predic: sa a Pianaed эз Ms forced е Айга 
financial institutions that serve low-" +0 Q accent ые there from it. istration to scale down its plans last 
income neighborhoods. As little as $25; дос York custon id year. So instead of trying to set up 100 
million will be available in the first, New Pe Southeast particulariy Fior- new institutions, the Administration 
year. But such subsidies do address . ida, the advent of true interstate asked Congress for $382 million over 
one of President Clinton's campaign: banking is ПЕТУ 16 have even more four years for use as subsidies to - 
promises — $^. effect. Southeastern states have ab j existing community development in- 
No Action-on Foreign Banks Z2. lowed their banks for many years to | stitutions; that figure includes 5144 
The Administration 1551 completely = expand across state lines within the | million in the next fiscal year begin- 
on another issue as the House and. region, but have strongly limited such ` ning on Oct L — — 
Senate negotiators eliminated a pro-. moves into and out of the region. Today's legislation lays ‘the lega 
vision that would have allowed the- Nationsbank, based in. Charlotte, framework for such subsidies. But 


munity development banks and cred- ` 
it urions was a prominent pledge in 
President Clinton's 1932 campaign. 
As a candidate, Mr. Clinton called for : 
the creation of 100 federally financed 
community development financial in- 
Suttons. 


services industry, make it more сопе. 
venient for Americans to do their - 
banking and provide greater access , 
to credit for businesses and citizens 
in underserved rural and urban 
areas" i А 





Treasury "Department to retaliate-. М.С, the fourth-largest bank in the ; separately, the Senate Approprations 
against the American operations of. country, led bank lobbying for today's ا‎ g 
banks from countries that do not let: measure and is expected to respond 


in American banks. to its passage by expanding across Committee has already voted to limit 


the country out of-its base in the |! , actual spending on the subsidies to 
Southeast ` : 1 just $25 million in the next fiscal year. 

Interstate banking could have less ` While some Senate Democrats hope 
effect in the West, where barriers are to increase this amount when the. 
already few. In Wyoming, for ir . appropriations bill reaches thé `Ѕеп- 
stance, out-of-state banks now hold 


: ate floor, such changes tend to be 
55.8 percent of all deposits, according very difficult. 
to the Federal Reserve Bank of Каг- - ` 
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ME. -Efforts to Drop Depression-Era. Barriers Stall, Again | 
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By KEITH BRADSHER 


WASHINGTON, Nov. 1 — АП the big 

players had lined up behind the deregula- 
tion of America's financial markets, but on 
a cool damp day in early June, House 
Speaker ‘Newt Gingrich. had second 
thoughts. 

The Clinton Administration, most Con- 
-gressional Republicans and Democrats, ће 
Federal ‘Reserve, big banks, and many 
insurers and securities firms all sought to 
dismantle the Glass-Stea- 
gall law that established walls between the 


banking and securities industries. But nu; . 


' merous House freshmen had been hearing 
from another faction — insurance agents 
who feared such an overhaul would put 
them out of business. And the House fresh- 


men had relayed their constituents" con- — 


business indefinitely. 

While wee casi на тасыз 
weeks that the drive to repeal Glass-Stea- 
gall is in jeone that was the moment it 
ran off the rails. 

A year into their "revolution," Republi- 


pius are RO 


la affecting their traditional business 
ws can be a lot harder than 


an anachronism in a global economy. En- 
acted in 1933 to prevent a recurrence of 
financial skulduggery that many believed . 


+ E ir E ИВ а +—=а E 


touched off the Great Depression, the act is i 


widely viewed today as a drag on the | 


. economy. Advocates for changing Glass-: 


Steagall contend that it not only prevents 
the formation of American financial giants 


.that could compete better on world mar- 


kets, but also stifles competition at ћоте. 

Mr. Gingrich's about-face has not sunk 
the legislation, but it has further muddied 
the waters about what shape it will take 
and has called into question the assumption 
— held until very recently by marry law- 
makers — that some new law would be 
enacted in 1995. 


"Im still hopeful that we'll pull it off, but 


it's not looking good," said Repre- 
sentative Marge Roukema, a New. 
Jersey Republican who heads the - 
House Banking subcommittee on fi-.. 
nancial institutions. · 

The push to end many Giass-Stea- 
gall provisions is now on hold: Mem- 
bers of Congress and business lead- | 
ers are casting around for ideas on 

_ what to do next House leaders are 
nervous about bringing the reform 
bill to a vote, only to expose their ; 
members to a lobbying crossfire | 
from powers md wealthy. indus- | 
tries. 


"Unfortunately, it is very contro- 
versial and we're not interested in 
апу controversy that takes us off 
message and off stride for the rest of ` | 
this-year," Representative Tom De- : 
Lay of Texas, the deputy majority 
leader, said recentiy. "We'd rather 
: do it next year." 

° WhM ова о оос eo das: 
tically was grass-roots lobbying. In- 

. surance agents were farther from ! 
the center of power in Washington | 
than other interested groups, but 
they quickly gained the upper hand : 
in the battle for Congressionalhearts | 

. and minds late this spring. 

The nation's half-million insur- x 





5 «have lung been politically active in | 
. defense of their interests. When the - 

* House Banking Committee took up ` 

its bill in earty May, lobbyists for the ` 
agents hovered in the hallways апа 
- Successfully urged members to op- : 
pose an amendment that would have | 
Then; within hours after the com- 

. mittee approved the bill, the agents ! 

~ upped the ante, saying that they! 

. were withdrawing their support until į 


.an amendment was added ‘that 
` would permanently bar banks from 
selling ;а any. insurance policy for 
which they did not already have Teg- 
 Ulatory approval · ar 

The following weekend of May 13 
‘and.14, 700 insurance agents arrived 
in Washington from towns and cities 
-across America and fanned through 
the Capitol to spread word ‘of their. 


· worries. Visiting virtually every 


member of Congress, they leaned 


- especially hard on freshman Repub- : 


licans, many of whom were small- : 
business owners themselves. After ! 


| returning home, the agents followed : 


up with visits to the local offices of : 
their representatives. Their -mes- ; 


` sage was always the same: They : 


needed protection from banks. i 
It was too stark a show of political ; i 
muscle for Мг. Gingrich to ignore 
The June 12. meeting in his second- į | 
floor conference room in the Capitol | 
took place on а drizzly afternoon, but : 
the Speaker was in sunm. spirits. He © 
had just held his first and only de- 
bate with President Clinton the pre- 


some fellow conservatives had ac- 
cused him of being too conciliatory, 
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arl E a 


š 
TH 
i 
pi 
Hr 
EB 


3 
B 
Bg 
ih 
яй 
š Ë 
г 
Li 


never pass it. Me тш 
to the change, : 
but did coc fuit Dard In the end, ће ` 
agreed to it, so long as his committee 


Mr. Leach 


could writë the amendment. 
With Mr. Gingrich's decision to 
favor cne set of 





friends over another, | 
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Leach later managed to shorten the ` and three times as much in 1993 and Key Dates $n | 
‘Moratorium on letting banks sell in- ‚1994, according to the Center for | | T ee 
surance from an tidefinite ban to | Responsive Politics, a Washington | 2933 | Many politicians ^ 
five years, bankers refused to go sroup that tracks political donations, blame the 1929 marketcrash | 
along with even that limit 7, Ñ - -But while banks were divided in. and the ensuing depression | 
ir unhappiness’ finally boiled ‘surance agents cast Glass-S on speculation by banks. | 
over two weeks ago. Top bankers 'а5 а life-and-death question. Critics ` The Glass-Steagall Act of | 
from local trade groups in Texas and ; accuse the House Republicans lead- 1933 bars banks from eng: 
_ Several other states told the Wash- ` ers of putting Mr. Léach in an impos- | ing.in securities activities. | 
ington -lobbyists of the American sible . position by. yielding -tò the 9 а. | 
Bankers Association that they could свети demands. “Given the kind of Еа АЕ Banks lobby 
: they = : 7 у 
. Rot accept the. Glass-Steagall ЫП eq &xaints that have been imposed Congress unsuccessfülly for 
with the moratorium. Three days п Chairman Ге са from the ош- ermission to reenter part of 
later, the association took the incon- п both from his leadership and AB municipal-bond market. 
Eruous position of opposing the there jo eT Chairmen, I don't know if the xs 
broad bill on financial deregulation oder Воре of getting financial ЕЕ Many new kinds of 
it had long sought — ” ^ ` modernization legislation moving; | ial institutions compete 
now face Undo Glass-Steagall | John D. Hawke, the Treasury's Un- financial institutio | 
mending is Serious obstacles А bill | der Secretary for Domestic Finance, to attract deposits, supply 
pending in the Senate Banking Com- said. He ran into this gridlock” capital and sell investments. 
mittee would allow banks to merge Mr. Leach, though, is still pursuing Bankers Come ey, 
with securities firms, insurers or . 8 Plan. Recently, he said that his | are unfairly restrained by out- > ; 
even industrial companies. А big . ance nove Was to separate the insur- ! ‚ dated rules. Regulators cre- 
bank like J. P. Morgan, for example, | азсе provision from the rest of the ; ate a series of reforms for 
cU cuam Morgan Stanley, from : "icu ud then try to attach the provi- banks to trade securities, but 
the act ori ted it, ` ress is slow to change 
And, if it so chose, it could also budget bill. The repeal к асан нра ; 
merge with the Insurance` m pee юш insurance is ES I эр 
Company and the Ford Motor Сота. rankly in excellent БЕРЙ The Senate passes а 
pany. The House the subject of With so many interest groups аг. [СЕ те Senate passe 
-Inost of the maneuvering this year, БИШЕ, though, even some senior bill allowing i: 
would let banks merge with securi: Publicans.on the House `B ` revenue bonds, топдад у 
ties firms but usually not with insur- | Committee say that members ma backed securities and com 
ers or industrial companies. ! find it hard to vote for repeal mercial paper, but the House 
‘Nobody in Congress or t- Admin- ! There is not a corresponding politi never votes on the bill, partly 
istration has been able t me up Rep Бепей to doing any of this,” said because of insurance-indus- 
With a plan that satisfie: of the Representative Richard Baker, the try objections. 
even some of the uute gouisiana Republican who heads the | i 
“It's” almost like а three. ا‎ mittee on se | EST nate passes - .-:., 
“Sol — banking, securities and in. ^ curities. “There is only a negate дон Бык bis 5. : 
Surance — and if you cut one leg off, to deal in all securities. The 
the stool has a tendency to tip over,” ` House Banking Committee · 
Said Sam J. Baptista, the president 


also passes a bill, but not the f 
full House. : 


a A с 
trade group here that favo а Кол) Чо unto 


thi X idi M j aš [^w tion proposes a broad 
example, while aed banks began: LIUAIR = [ | ША repeal, and the House and 
ai ва smaller ei i Eua vum the full 





things out : ` A 
Guen ther, а lobbyis t for small banks, | UI cer d = m ani =: = x 
"stis POI: irre errata AUN a T pie 
not always translate into effective = = Е 


the Independent Insurance Agents of 
America in the first half of this year, 
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REGULATIONS  - 


| CRASHING THROUGH 


GLASS-STEAGALL 


The wall between banks and brokers will crack—by federal fiat 


ts been the bankers’ lament for 





| quo. 

Well, here come the banks. With Con- 

gress safely out of town, federal regu- 

lators are poised to enact new rules 

Hat wil mus рн рою ум 
Act—the statu- wem 


саас banks йыш Ши 


banks broader entrée into a 
range of financial services | 
through new 0 sub- 
sidiaries (table). While Comp- 
troller Eugene 
talking, Washington lobbyists =. 
predict he could set his own = 
на hm Oe Sor kanka M E s 
as much as 49% for banks he = 


to gain little 
br en 
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40-yard-long bomb," says Ken- ; L с сша — A 


neth A. Guenther, executive шшш ш s шав 


Vice-president of the Independent 
Bankers Ássn. 


fear they will suddenly be put at z com- 

petitive disadvantage—and they could 

derail the protracted congressional е{- 
deregulate 


pm Rx aur, te ы - 
=" 


———— € prs 


жай ela т 
TP allows be ЕЕ == 
indi — 
ы” 
Tem “з pim paa T m 
4 У = 


ses иес 


г Ta меље Cx 
be 
ч - s 
mni 
КИНЕ THI BANK Та 
Sin 


ып 1 


s 







truce in the fmancialservice warfare—or 


| mer banking lawyer is clearly feeling 


| American Banker that he has the an- 
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regulators give banks these powers, 
there will be nothing left [for banks] to 
negotiate." But bankers insist they can’t 
аан ы есы папин ишнен 


for courts to referee challenges to the 
s moves. As rivals have m- 


POWERFUL. Ludwig isn't tipping his 
hand, but the Clinton confidant and for- 


his strength; four U.S. Supreme Court 
verdicts In recent years have upheld 
his authority to grant new bank powers. 
In early October, Ludwig told the 


thority to approve “any financial activi- 
ty and anything incidental to a finan- 


26 surers. The insurance agents 
mec may, too, drop their long-term 


1229 tus quo. 


26% from 30% in 1990 and 69% after | 
| World War IL 
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opposition. That's music tothe | 
ears of the Clinton. administre- | 


= Ву Dean Foust in Washing- 
= Е ton, with Alison Rea in New 


] 














ЦА CELIOGHY: 


С 


& i РУК 


e чада 


228) uw sue 


чке: эң” шл] sw mre | AUTANT 





б 
É 
ü 
5 
4 


x=] ИЭ ҢУЛЕТ aKINZAAD 


"E iei ext ed | JJADA1T C26) ii) 
| заћи UM hen O88! ш FOR юй Far s? last qd- dos [iw замки! bas айла noemi fe - 


| 
z 
l 








ADM ЕУ — - 
ий рана {шы нь тоже  jashzsqobni мз Yo wawa па fused: — ot aed ig 
лад ba ансо БЫЛИ edt tod haad | ЖА melasi | 0 эй: шей си абд sche 

"вещ: зе! yk | ^ ши Quad ace sacr 
| аф о ДЕ ИЕ 





















oul! +9 Ырай: better eT УМ муо: 
dwy Pal o во] таг 
р] 9) Gas) stad imp 06 apt 
hatuna d mad «тп (sb ivi об? y. 
eese Зла somes btesgn cM 
DEL LIES af? cord? inn , yaw ie; 
а) RAW шь) Йе "ска ез "nns 
тал дио У in us r 
Wee iste of bering me Sad 
eit i Snot пн daga De : 


— 


- у 





метш} mu cod рт = 
Alec гй ps бї aapi tasm 
other шј ENT Бин o 
ME "слет: СЕВА 


Мосо эмт} Беш naia miimo nn! шш 


№ ова 7 et сл Веи É wih лил 
сўта? hem 2.7 Ай Cx shani Lo rig: serum 
cond tula wb ий SUE Со: 
лай a вын sya j alitis! att own, tad? 







= 04 АЛАШ armo wit № 


ame masa A sra n Мт yi ит wee 
21 hende ef ci bog ге | 6 Ont sbrips чи а: 





“a м | ЗАМЕ ил је rar 


س — < 


exi полый gtii 
P! wo abi sor Ыс w пије 
И evine assi | € sgh 
tí mm vcl ЕЧ as wa è 
КЕНЕ yen sand T xy. 


ы (УНШ СОД) towqui w ndun 
Е G 3 UW sgi rapa c) стил 
| — MR ас 4 МИРИС 
чац Э ма СНР] До да vct 
|t mia qc: m oft bü 
| vmm Ow 27 wee om тїшїї >> 
| B iE | Я m au yes ott! 

š | АУТ ~ И SI Cha cti АС E ova usm cove 

| Пал мї " NET TA "med Rid an: Eu" Milad pcr шн, жд 

камтыш] suh r эи НЕА د‎ L. , - — e к» $ уђе u Ban ам 
ig ниде e sumo. aO ЗА VTL AN Ву у vio дату si- ammi 
A s tj seed рез GAS зму 


«> Заоа йуз 082 —t” ata 
v» CU "Дера was trary (% 
steamers idis? A dine 


ӘР?! > PERSE qut Lhe Зе а: 


wa’ = al mih fst an 


| ЧЭ (бе: 














— > 


ban тэ a | 


221 


: 


(29 


т 


ТРЕЕ 


n 
РР a oou neo m ^ 
P Š 6° gue | 5 $: x 4: 
са A1 ia. эй "roe 
des я pans ч > 
t =: ë 
р 


ы 
i 

Үз phai Пи Ты з: „этчү ае nen 

ег w Ими ые ОИ Ле А... КАМАН рг, быта: 










making sophistication “a size. an 





mak ; the: size’ 
importance of his targets grows. Bagging | 
“big prey like Barnett requires is Adag d CON 
лаз well as an ability tà alsœmaster the агі. aes 
- “of the soft sell. Moreover, Mr. McColl paid: 
3 , i | handsomely for Barnett, and conferred the 
would say downright rude—assaults on his chairman's title on Mr. Rice: ee 
acquisition targets. Lu res | “Hugh has learned the trade of buying 
But this time, with the proposed $14.6 banks — he looks for the other person's 
billion acquisition of Barnett Banks Iríc., point of view," says Thomas Storrs, Mr. 
the bad boy of bank- p McColl’s ex-boss who retired in 1983 as 
ing is acting more 2% .- chairman and chief executive of Nations- 
like Mr. Manners. i 
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f 










F Bank, then known as NCNB Corp. ° ; 


deal, colleagues and С И 
observers say, he 220675 


| Mr. McColl himself attributes his de- 


meanor to salesmanship. “Гуе been: a 
successful salesman for a long, long period 





focused on coaxing Е z i of time. So I've always been willing? 
rather than forcing, 3 š ; make concessions on rapiens di | 
3 u €— | Since taking over as chai ad ——— 
benefits of combina- qe «is | chief executive in 1388, Mr. MeColl às | 
ir с é | roiled the courtly world of Southern bank | 
couldn't have ЗЕЕ А | Please Turn to ЛАА агы 
dealt with a more БИ БАНА | | п іо Раде B6, Column 6 —— 
| — „этч ШР Жее лк ЖЕ neon кой 


реп anû ugk Mea 


peccable gentle- йен 
man," says Charles E. Rice, Barnett's 
chairman and chief executive. Agrees 
Frederick H. Schultz, a longtime Barnett 
director and former vice chairman of 
board of governors of the Federal Reserve 
System: "I've known Hugh a long time. 
There's no question he's more polished 
than before." 3 Ж 
No one, of course, is arguing that Mr. 
McColl has gone soft. Indeed, those close.to 
these negotiations say Mr. McColl was 
unswerving in his desire to “take out" the 
competition, and to win this deal at all 
costs. He quickly hired Merrill Lynch & €o. 


and Goldman Sachs & Co., both for advice | 


and to keep them from working for compet- 
itors interested in Barnett. And Nations- 
Bank is still considered the most aggres- 
sive acquirer in banking, with а staff of 
professionals constantly crunching num: 


bers on banks across the country. - t. 
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NationsBank's McColl Wall Street саа, 7 
Masters the Soft Sell 
In Deal for Barnett 


Continued From Page В1 
ing, often using military metaphors and 
ageressive demeanor as he tries to trans- 
form NationsBank into.a truly national 
bank. (One of NationsBank's most coveted 
internal awards is a crystal hand grenade, 
an allusion to the real one Mr. McColl, an 
ex-Marine, kept on his desk for years.) 
In 1981, he dubbed the company’s first 
foray into Florida "Operation Overlord,” . 


after the Normandy invasion. In 1985, Also in Mr. McColl’s corner these days 
Thomas R. Williams, First Atlanta Corp.'s is NationsBank's vast experience with ac- 
_ genteel chairman, rebuffed Mr. МЕСУ. | quisitions. For years, Mr. McColl strategy, | 
; tax takeoyer proposal, saying:. "Hugh, youre... | „106. interstate banking xia merpers.:and. ` ` # | 
А. not being. · very friendly.” Мг: McCol'S — | : acquisitions’. was; -treated -skeptically-byz- - 
response: "fam being friendly, damn it" ^. > | 1 fellow bankers who expected the Nations-.. . `“: 
` First Atlanta merged instead with Wacho E Вапк.СЕО ‘5 deals to backfire. Instead, he. ` 
„ма Corp. for а lower price.’ ll p cs „has proved, many. rivals wrong, adroitly :.— : 
^ In 1989, Mr: McColl told Bennett Brown, | 4 stitching together э vast empire across 16. . | 
КЕ CEO of Atlanta's Citizens & Southern ` states. His stock price, which once traded. "= | | 
` Corp., another takeover target: “You have at a steep discount to his peers, has ` 
three hours to answer, or I will launch my ` also performed well, making it easier for 
missiles." (Mr. Brown fled, with his com- him to do stock-swap transactions. 
pany, to soon merge with Sovran Corp., One symbol of Mr. McColl’s ambition- | 
forming C&S/Sovran Corp.) In 1995, at the age of 60, he ean | 
No. 1 to Avoid Kilimanjaro, the highest mountain in | 
Africa, and lugged a NationsBank flag to 


Investment bankers quip that Mr. 
McColl has spurred far more deals with 
other people than he's done himself — by 
prompting bank executives to run into made no secret of his desire to go for the 
each-other's arms to avoid his grasp. A coast. Merger talks with BankAmerica 
survey of 1,500 bank CEOs, published last Corp., the California banking giant, fell 


year in Bank Director magazine, ranked apart two years ago. Last year, following 
NationsBank as the No. 1 acquirer to the purchase of St. Louis-based Boatmen's, 


avoid. Mr. McColl joked that St. Louis was that 
But after dozens of acquisitions, Mr. much closer to California and is the gate- 


McColl appears to have recast himself as a way to the West. This year, many noted 
dealmaking diplomat. By many accounts, | with interest that when NationsBank re- 
the transformation began back in 1991. cently bought an investment bank, it was 
When, after his earlier failed 1989 bid for in California. 

Citizens & Southern, he launched a bid for This weekend, Mr. McColl reiterated 
C&S/Sovran, Mr. McColl had top aides his interests in expanding into California, 
prepare psychological profiles not only of although he declined to name specific 
Mr. Brown, who had become chairman of . targets. He also said the bank would have a 

long job to do to digest Barnett. 


the merged company, but also of himself. 

Aides bluntly told him ће was being too "We can't possibly be interested in 

militaristic, and not mindful enough of the anybody right now,” he said. We've got a 

power and stature of his opponents. job to do to make this [Barnett] merger 

One change resulted: He asked Mr. . happen and pay off.’ 

Brown to become chairman of the company Still, analysts and observers noted that 

after the acquisition was successful. Later, NationsBank has been making its moves in 

he offered the same post to Andrew Craig, one-year intervals. The Barnett offer is ` | 

the chairman of Boatmen's Bancshares NationsBank's third-straight major acqui- 
 Inc., which was acquired last year. Like- sition to be announced around Labor 

Day weekend. Two years ago, the bank 


wise, he says, he offered Mr. Rice the 
 chairman's st without Mr. Rice's | acquired Bank South in a $1.59 billion е o 
 prompting. transaction. Last year, it was Boatmen's. | Í 
“It’s a very good way to give the Hugh must have some relatives he | 
institution the respect it deserves," says ` doesn't want to see," quips Thomas 
James H. Hance Jr., NationsBank's vice | Brown, a Donaldson Lufkin & Jenrette 
| bank analyst. "You clearly don't want to 


chairman and chief financial officer. EE 
Mr. McColl also offered to have Mr. AE go away from NationsBank around Labor ` 


| the summit, planting it there. 
` What's next for Mr. McColl? He has 


Rice's heir apparent, -ilen Lastinger, EE Day." —Eleena De Lisser 
head the combined Florida operations of o | contributed to this article. 
the two banks. Не'5 also proposed adding ЖИ + + + 


five Barnett directors to NationsBank's 
board and moving his company’s Florida 
headquarters from Tampa to Barmett's 
hometown of Jacksonville. 
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Under the darkening clouds of Asia z^ al 
financial crisis, the United States —. " 
and more than 100 other countries > 
signed a global trade agreement ear- `- | 
ly this morning to open up: dé 04 Ч 
world's financial markets. Eon 

The agreement, reached after pro: r~ ТЕ: 
tracted negotiations that ended early - i 
this morning, commits countries to er | 
dismantling hundreds of barriers ~ 
and admitting foreign banks, insur- ` Z= 
ance companies and investment · 28 
firms to their markets. + 

The new agreement could lead tû ~ | 
big changes in countries from India --- | 
and Indonesia to Brazil and Argenti- - ~: 
na. At its essence, the nations legally - pe: 
committed themselves to giving for- -- 
eigners more freedom to own and: 5: -Í 
operate companies in all segments of “= >. 
the financial services industry. | z: : 

The United States, which already __ 
| allows unfettered access to its finan- ` 
cial markets, conceded nothing in the - 
agreement. Most of the changes will - zi 
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| bein Asia and Latin America, where ~- 


countries retain many restraints on - 

foreign banks, insurers and broker: - 

age firms. - er m 
Even so, some economically des? з и 


perate Asian countries like South Ко: - 7 - 


| rea and Malaysia refused to commit’ :- x 
| themselves to expanding foreign ac => | 
‚ cess much beyond current limits — --- «d 
vel 
| 


despite the meltdown ravaging their 7 A e л: 
currencies and stock markets. 7-7 
The-new pact could also draw -Z= 
sharp criticism in Congress, where .—- 
some lawmakers are already suspi- m" 
cious of the World Trade Organiza- -I 
tion, the international body that will `` — 
oversee and enforce it. 
Some in Congress are still angry 
about a tentative ruling in which the - 
trade organization rejected the East- - 
man Kodak Company's complaints "= 
about restrictions in the Japanese -7 
market. But Congress has no power. - ` 
to block the new pact. The Clinton ~~. - 
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many American companies had Az 

hoped it would be. Nonetheless, the ” 

fact that it was signed at all was - 

viewed with considerable relief, and `` 

proponents said the deal could help Т 

| Teverse the tide of pessimism caused · 

by the Asia crisis. “I don’t think it | 

would be good for confidence in the : D. 

| financial markets if this deal failed,” — 
said Patrick Low, the W.T.O.'s direc: - —— 
tor of economic research, = 
Several of America’s biggest іп: -—- 

vestment firms immediately praised ~: 

the pact. “This agreement advances ` ш 

the cause of free and open markets, ` 

| which will help bring the benefits of a | з | 

more integrated financial system ig. 
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Agreement Reached to Remove 





| Continued From Page Al 


people everywhere," David H. Ko- 
mansky, chief executive of Merrill 
Lynch & Company, said. Jon Corzine, 
chairman of Goldman, Sachs & Com- 
pany, said the pact would be “а pow- 


: erful. engine of prosperity.” z: ROT 
_ Alotis-at stakeAmericari bánks** 


та 
EN mm lu 


à worldwide expansion in financial 


services, from orchestrating согро-__ to sign a treaty long before. . . . . 
‚ rate mergers to exporting American- 
style pension funds. Intérnational 


bond and stock sales have doubled in _ 
the last five years, as companies 
from Daimler-Benz to France Télé- 
com listed their shares on stock ex- . 
changes. Institutional investment 
has ballooned, while international 
currency trading has swelled to $1.2 
trillion daily. i | 
Against this backdrop, it was the 
Asian financial crisis that overshad- 
owed most of the talks. Though the 
United States has pushed harder 


| than any other country, executives 


here sai: reasury Secretary Robert 
E. Rubi. ind the U.S. trade repre- 
sentative, Charlene Barshefsky, had 
been worried that walking away 
from an agreement would aggravate 
investor uncertainty even more. 
[In W :shington late Friday night, 
Preside .: Clinton welcomed the ac- 
cord, sying it would insure market 


| access in sectors where the United 


States led the world. “Іп the wake of 
recent financial instability, it is par- 
ticularly encouraging that so many 
countries have chosen to move for- 


| ward rather than backwards," Mr. 


Clinton said in a statement. ] 
American companies were con- 
Spicuous at the negotiations. Citi- 
corp, Goidman, Sachs, Merrill Lynch 
and numerous insurance companies . 
established command posts at a ho- 
tel near the W.T.O. headquarters.As 
the organization's self-imposed mid- 


night deadline for an agreement ap- 


proached, many executives con- 


ferred with American negotiators. 


American representatives quit the | 


trade talks two years ago, complain- 
ing that countries were not going far 
enough on opening markets. Talks 
began again in earnest this week. As 
it happened, the deadline was extend- 


ed by several hours as the United 


States kept seeking concessions. 


саз!" one tired trade official said. 
The European Union had been ready 


The biggest disagreements, ас-. 
' cording to officials and executives, 


were with Japan, Malaysia and 


* South Korea. The South ‘Koreans, for 


example, refused to commit them- 
selves to letting foreigners own con- 
trolling stakes in banks, even with 
the threat of defaults looming over 
many Korean financial institutions. 
The country is already locked in 
arguments with the International 


Monetary Fund about opening its | 
system, barely a week after signing 


а $57 billion bailout with the І.М.Е. 
In one of the United States’ tough- 


est victories, not reached until nearly | 


2 A.M., Japan agreed to a sweeping 
array of market-opening measures. 
Japan had already reached a bilater- 


al agreement with the United States. 


that would give American companies 
broad access to Japan's insurance 
market. But. Japan had refused to 
broaden that commitment to all 
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countries in the organization, ог to ` 


bind those pledges to the legal en- | 
forcement mechanisms of the inter- 


national body. 


Under the agreement, each coun- ` 


try put forward its own best offers _ 


for opening up its local financial ` 
markets to foreign companies. The 
offers differ greatly, but countries. 


become legally bound to stick by 


those commitments. If they do not, | 
and the World Trade Organization 
rules that a country has backed | 
‚ away from its word, other countries 


get the right to seek compensation or 
impose retaliatory restrictions. 
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"BARGAINING" WITH REGULATORS 
By G. Richard Shell and Dennis A. Yao 


Frequently, business finds itself in a "bargaining" ае Н. ON This note explores 
how this metaphor can be used to help structure business thinking about the regulatory environment. There 
MR MA о де cm Ше апи agen сап bei ЛЬ PU (UE 


successfully interact with regulators: interests, leverage, and relationships. 


АП negotiations are characterized by а mix of shared and conflicting interests among the parties 
involved m the bargaining. ЕК is usually to each party's benefit to emphasize shared interests and work with 
these interests to achieve progress on issues where interests conflict. In addition, the concept of "leverage" 
— the perceived power of each side to accomplish its goals without the cooperation of the other — is ап 


important aspect of negotiations. Finally, нь пака | 


reciprocity and communication. 


How do these ideas apply to the regulatory environment of business? The regulators and the 
regulated often "need" each other even as their positions on individual issues may conflict. Consider, for 
example, a situation in which the legislature delegates to the regulator considerable discretion to develop 
and implement rules to achieve a general policy goal! The regulator would, in theory at least, like to write 


the best regulation given the legislative direction. A regulated firm might prefer less regulation to more, but 


if there is to be regulation, the firm wants rules that are to its advantage. Because the firm has much to 
offer in terms of making regulation work, there is a basis for negotiation. 


Е might appear at first glance that barpaining is the last thing that business firms do with 
regulators. Regulators have the overwhelming power of legal authority and the threat that they will make- 
rules or take enforcement actions whether the industry cooperates or not. Further, the regulators bave 
considerable discretion in their choice of enforcement regulations, have the ear of media, and also have 


Tissue ditor ешинин, Равени Б apamuna танана ене ey desit" 
regulations that will achieve the regulator's (or mandating legislation's) desired goals in a cost-effective 
way, will be implementable and enforceable, will not embarrass the regulator, and will not be overturned by 
a court. Yet, regulators frequently lack reliable information on which to base wise regulations. Not 
surprisingly, the industry that will be subject to the rule generally has the best information available. 
Indeed, time pressures and resource constraints sometimes cause regulators to base their regulations on 
industry proposals ог on existing industry codes. For example, most of the initial standards adopted by 
ОЗНА (Оссиранова! Safty and Hes Айкашкан) vete and on ctp ШШ QUEMA ME 
voluntary mdustry codes. 


: The анааран examines Dos considerable. a nin piion q papi tae | 
Federal Trade Commission (FTC) powers to prevent "unfair methods of competition" and "unfair and 
deceptive acts and practices." In 1977, near the height of the active use of these powers, The Washington 
Post characterized the Commission as "second most powerful legislative body in the United States... with 
the power] to alter the structure of industry." The concern here was that the members of the ЕТС are 
appointed and not elected. 
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I£ as is often the case, the industry knows that the agency lacks reliable information, this can give 
the industry important leverage in agency-industry interactions and give the industry the power to delay 
regulation or, at the very least, help shape the rules that the agency writes. Industry-controlled information 
can be withheld, handed out ‘very slowly, "dumped" on the agency with no help in sorting it out, or 
manipulated in many ways that make it more difficult for the agency to do its work effectively. Over the 
years, many American companies have tried the stonewalling approach to regulation, sometimes to 
advantage and sometimes to great disadvantage. Of course, an agency may look for needed information 
from non-industry sources such as self-initiated studies, academic experts, and non-profit "public interest 
groups,” but these sources often take too long to generate the needed data, are too expensive, ог prove to 
be biased or otherwise unreliable. | 


Second, industry can tum to political actors for help. Because legislators are at liberty to take pro- 
business, advocacy positions on issues, business also has the potential leverage of using legislative allies to 
inftuence regulatory behavior. Much of "constituency work" in any legislative body consists of elected 
the trivial, a call from a city councilman to a business license bureau to get expedited lon on an 


successful but the threat of such suits can influence regulators to frame rules so as to avoid legal 
challenges. Regulators, like all professionals, like to see their work completed. Avoiding lawsuits meets 


As among the three sources of leverage for business described above, the power of information is 
probably the most effective in industries in which а cooperative relationship between industry 
government currently exists. Resort to explicit political threats risks spoiling cooperative 
can therefore be costly ш the long run. Moreover, legislative I 
to mobilize. Both legislators and bureaucrats have many interests and issues competing for their attention. 
jt takes an exceptional matter to prod them into “calling in a chit” big enough to influence the outcome of a 
regulatory battle. | : 


The third element in the bargaining mix between industry and government is that of relationship. 
As in any complex bargaining environment, relationships between the regulator and the regulated inevitably 
Corm and can be extremely helpful in getting the bureaucracy to take effective action (or decide not to act). 
Negotiations are also impacted by the shadow of the future, as the current negotiations are generally only 
one play in a repeated-play interaction. Long-term relationships are also facilitated because most of the 
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personnel in regulatory agencies are careerists. These include the mid and upper-level managers on which 
the top officials depend and to whom much discretion is given. 


Unlike the usual bargaining relationship, however, these relationships must not appear too close or 
the process of regulation will lose its social legitimacy. Regulators who "do favors" for business are seen 
as (and may well be) corrupt, unprofessional, and ineffective (see the attached clipping about Japanese 
bank regulators as an example). Nevertheless, it is a fact of life (not completely lost on regulators) that 
industry often provides a "revolving door" for people who work in the bureaucracy. Rotating employment 
relationships provide at the very least a basis for mutual understanding that is helpful in getting agencies 
and businesses to adopt a common regulatory agenda. In any event, a cooperative relationship normally 
leads to both access and early warnings, both sources of advantage for the favored regulated firm or 
industry. 


The negotiation between regulator and regulatee has additional elements of complexity introduced 
because the regulator stands in a web of relationships with players other than the firms being regulated. 
Public interest groups or unions, for example, act as representatives of parties that are affected by the 
industry behavior the regulator is trying to modify. These organizations also have bargaming leverage 
based on many of the same sources that the regulated industry draws upon. For example, public mterest 
group support for the 1992 ЕТС guidelines on “deceptive” environmental advertising was important to the 
regulators at the FTC because such support would enhance the chances that the guidelines would provide a 
template for state-level legislators and regulators — one goal of the FIC. 

The approach one should take in negotiating with a regulator depends on 2 complex mix of 
decision factors, including the need for a cooperative relationship in the future. If there is a prospect for 
fature regulatory action, it may be unwise to take an uncooperative and obstructionist approach. More 
often than not, siven the power of regulators to impact a business, the prudent and most effective business 
attitude toward regulators is one of constructive dialogue with the regulatory authority. К also helps to 
develop a clear set of realistic business goals for navigating within the regulatory structure and to cultivate 


As a framework of analysis, the following set of questions may be helpful in dealing with 
regulatory threats or opportunities ranging from real estate zoning variances to new drug approvals. 


L INTERESTS 
А. Define the problem and set your goals 


1 What is the immediate problem that either we want solved by the 
regulator or the regulator is trying to solve by changing our behavior? 


2. What is our business goal with respect to this problem? 


3. What other problems are likely to emerge in the future? 


B. Examine the issue from the regulator's point of view 


1. In what ways might it be in the regulator's interests to help us 
achieve our business goal? 


9236 


2.What objections might the regulator pose to our goal? 


3. What legal and political constraints is the regulator facing? уља 
available to the regulator?) 


4. Are er ditiis inim emen hes obs involved inthe regulatory agency 5 
decisions? 


C. Examine the issue from the viewpoint of other interested and potentially important parties 


IL LEVERAGE ` 
A. Determine the constraints on each pariy 


l. How much discretion does the regulator have? (Often kes discretion implies mor 
leverage.) ` 


2. What public commitments have each party made? (Generally, the right kind of 
commitments increase leverage.) 


B. Determine the resources of each party 
1 What is the regulator's stock of political and public relations resources? 
2. Do we (or other parties) have information or resources that are desired by the regulator? 
3. What legislative or agency pressure can be brought to bear on the target agency? 
4. How vulnerable is the agency action to litigation? 


C. How might other parties affect the leverage of the regulator or our firm? 


HL RELATIONSHIPS 
А. What is the current state of relationships with the regulator? 


1.Do members of our firm have personal relationships with important players in the 
regulatory agency? 


2. Do other interested parties have good relationships with the regulators? 
B. How important is a good (or bad) relationship with the regulator in the future? 


C. What are our relationships with other (potentially) interested parties? (What are their 
relationships with other interested parties?) 


237 
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` IV. ACTION 


A. What options exist that may mest the regulator's interests and still achieve all (preferred) or some 
(acceptable) of our business goal? If the answer is "no such options exist," then are there ways you 
control to broaden the regulators’ interests by using legislative pressure, information power, or 
other sources of leverage? 


B. What reasons or standards support your options? 
K. [s there anything to be gained by cooperating with other interested parties? 
D. Target a key decisionmaker and obtain commitment 


1. Which persons have decisionmaking power or significant influence? What persons are 
likely to be most receptive to the firm's message? 


7. What specific actions do you want this person to take and how can you obtain а 
commitment to take these actions? 


many countries abroad. Regulatory relationships outside the United States have historically been less- 
adversarial. Many rely more heavily on informal relationships than formal procedures (via a notice and 
comment process such the APA in the U.S.) and tend to be less transparent. It is also generally the case m 
Europe and Japan that direct confrontation between industry and government is avoided if possible. 

In Germany, there is much greater reliance on peak (cross industry) associations and industry associations 


The model described above is more applicable to the regulatory environment in the U.S. than to 


retirement of bureaucrats from the government, followed by а new career in other callings including 
business. These personal ties may also come from old school relationships (e.g. grandes ecoles in France 
or the Tokyo University network in Japan). Parliamentary systems also make it more valuable to try to 
obtain influence through party leadership than has traditionally been the case in the U.S. 


Even in regulatory systems outside the U.S., however, the model described above may well be 
seal if one elevates relationship and legislative factors and minimize such factors as litigation alternatives 
that are uniquely characteristic of the U.S. system. If anything, many non-U.S. regulatory systems шау 
lend themselves to a “bargaining” analytic framework than does the relatively formal U.S. system. 
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~ Rules of Thumb fer Political Action = 


+ | 
r , 
to: 
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To win in politics: spread the pain, concentrate the gain 


Choose the level of politics to maximize your influence. Lower levels of politics (e.g. local 
rather than federal) tend to be more susceptible to concentrated interests. - 


un 


3. Frame your positions with care: e.g., seek to avoid appearance of absolute reductions to any 
significant section of the relevant community. Much of politics is about perceptions. 
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4. Seek political solutions that appear technical and that are hard to attack with a slogan. 
Understand the political importance of symbolic action and credit-claiming. 


Un 


. Be prepared for events outside of your control (e.g. the Gulf War). Timing is key. 

6. Pay attention to implementation and be prepared to carry the fight beyond the legislative phase 
of public policy. The impact of legislation is often determined in its implementation. 

7. Develop channels of access to important decisionmakers. Access is a valuable resource in 
politics. Political actors who control agendas are particularly important. 

8. Provide politicians with well reasoned (easily understandable) arguments on the merits—even 
when you know their decision may be based on parochial interest. Provide cover. 

9. Provide resources and information to assist legislators, bureaucrats, and their staff. Resources 

and information are power. Doa't underestimate the power of committees end start. 


10. In parliamentary systems, access the political system in the bill drafting stage (e.g. access the 
bureaucracy or the political party committees), if possible. It is harder to shape legislation 
once it is reported to parliament than it is to shape legislation m the U.S. Congress. 
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Mad cows 


For whom the bell tolls 


NOTHER shiver of fear swept across 
Britain this week. On December зга, 
Jack Cunningham, the minister of agricul- 
ture, announced plans for a ban on the sale 
of beef bones because ofthe possibility that 
they could pass mad-cow disease (BSE) to 
humans. Within hours of the news, super- 
markets around the country had begun to 
. take oxtail, T-bone steak and beef ribs off 
their shelves. | 
The announcement added to the woes 
of Britain's already mutinous beef-farmers. 
Even before Mr Cunningham made his un- 
expected announcement Welsh farmers, 
hit by falling beef prices and the continu- 
ing European Union ban on British beefex- 
ports, had been blockading ports and hurl- 
ing imports of Irish beef into the sea. But for 
most British people, the future of beef 
prices is the least of their worries. The gov- 
ernment announcement has raised new 
questions about the safety of beef, and 
raised again the nightmare scenario of a 
wide-scale epidemic of new variant 


CreutzfeldtJakob disease (пусто), the hu- 
man equivalent of BSE. Obvious questions 
are again being asked. Is any beef safe to 
eat? Is milk safe to drink? And how much 
do we now know about the chances of an 
epidemic of пусјог | 
The difficulties in answering these 
questions are threefold. First, prion dis- 
eases—comprising BSE, all forms of сур, 
scrapie (the sheep equivalent) and some 
others—are among the most mysterious 
diseases known to science. It is not even 
clear what causes them, let alone anything 
else. Second, as there is still no test to tell 
whether animals are infected, experiments 
to find out whether or not beef is safe take 
ages. The best experimental model is the 
mouse, but infected mice may take two 
years to show signs and symptoms of prion 
diseases. And third, пусјр is so new that it 
is impossible to make any reliable predic- 
tions about the potential for an epidemic. 


· Crucial variables for such forecasts, like the 


average time from infection to disease in 
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people, or the variation around that aver- 
age, simply cannot be determined yet. 


John Majors government first an- : 


nounced the possible connection between 


BSE and пусјр in March last year. In Brit- ; 


ain 22 people are now known to have died 
from the new disease, and another handful 
are sick Meanwhile, a steady drip ofexperi- 
mental results has diminished the uncer- 
tainty over whether or not the two diseases | 


are the same. Most recently, experiments ! 


on mice that compared different kinds of : 
prion diseases showed not only that пусјр ` 
and BsE had the same incubation time but 


| the same pathology in the brain—and that 
| this was different from either scrapie or 


other forms of cyp. 

‚ But unfortunately, hardly anything 15. 
known about how sse might be transmit- | 
ted to people. The government's ban on 
bones is a response to experiments that sug- 
dest that bone marrow and some types of 


: nerve tissue besides the brain and spinal 
' Cord can cause disease in mice. But since 


the dose required to cause disease in peo- 
ple is unknown, it is impossible to know 
how large any risk might be. 

Nonetheless, at the same time that he 





| 


announced the ban, Mr Cunningham in- : 


sisted that other cuts of British beef are still 
safe to eat. In his favour, the latest estimates 


suggest that the epidemic of BsE in cattle is - 


dying out, and that British herds may be 


free of the disease by early in the next cen- ` 
tury. Thus, in a painful irony, what risk | 


there is from beef products may be lower 
now than it has been at any point in the 
past ten years. But this will do nothing to 


_ reassure frightened consumers, nor the Eu- 


ropean countries keen to maintain their 
ban on exports. 

For despite Mr Cunningham's asser- 
tions, it is just not known whether other 
cuts of beef, or even milk, may transmit dis- 
ease. Experiments carried out by the minis- 


from cow to calf were inconclusive, failing 
to distinguish between transmission from 
the motherand a genetic predisposition for 
disease on the part of the calf. Experiments 
on mice to test milk showed no effect. But 
mice, being small, cannot drink that much 


milk, so the significance ofthe results isun- ; 


clear. As experiments continue it is hard to 


. be certain that other cuts of steak will re- 
: main on the safe list. 


T-bone steak, oxtails and ribs comprise 
only about 5% of the market for beef in this 
country. Yet the ban, by rekindling public 


' try of agriculture on transmission of BSE : 


* 
i 
| 
1 
і 
| 


| 


alarm, may well have a larger impact on ` 


beef farmers. Compensating them will be 
expensive. However, prion diseases are al- 
ways fatal, and there is no cure. Given the 
increasing evidence that BSE and пусјр аге 
indeed the same, it is right that the possibil- 


ity of even a small risk to public health 


should be taken seriously. 


-————————— "—————nÀ 
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Britain's Sky Wars 


үр 


Ву Вов AYLING 

Тһе proposed alliance between Ameri- 
can Airlines and British Airways is con- 
sistent with U.S. policy designed to pro- 
mote international competition and the in- 
terests of consumers. It is a competitive 
and rational response to the alliances al- 
ready approved between U.S. airlines and 
carriers from continental Europe. — . 

The new alliance provides a fourth e 
work between Europe and the 0.5., com 


peting vigorously with the other three al- 


liances. On many key counts, our alliance 


‚ is smaller than Ше others—in terms of 


network reach and passengers carried, 
for example. Most of the others have 
greater shares of the market between the 
U.S. and their European home countries 
than we do, and face fewer head-to-head 


. trans-Atlantic competitors. 


What is notably different about this al- 
liance is that it will bring а massive in- 
crease in competition and opportunities 
for U.S. carriers. Before giving final ap- 
proval to international alliances, the U.S. 
has insisted on an "open skies" agree- 


| ment between the U.S. and the home gov- 


ernment of the European carrier con- 
cerned. In the earlier alliances, this was 
little more than a formal requirement. But 
for historical reasons, access to the 


United Kingdom market is currently sub- - 


ject to restrictions. 

` Only two U.S. carriers are now allowed 
to fly into London's Heathrow Airport. Àn 
open-skies agreement with the U.K. would 
bring a massive increase in competition. 

It would permit any U.S. or U.K. airline to 
fly anywhere between the two countries, 
including Heathrow, as often as they like. 
several U.S. carriers have already an- 
nounced plans to launch new services to 
Heathrow from their U.S. hubs. We esti- 
mate that with approval of the alliance 
and an open-skies agreement, the size of 
the U.S.-U.K. market could increase by 
20%. Most of that extra business—worth 
as much as $1 billion a year in revenues— 


. would go to U.S. airlines. 


Why do we hear so much objection 
from our competitors? Much of the "anti" 
noise is made to improve their negotiating 
positions as part of the regulatory 


process. Could the complaints also stem ` 


from the fact that this alliance will pro- 
vide more competition, in the form of 
more airlines operating on more routes 
and the better services British. Airways 
and American Airlines together will be 
able to offer? 

These better services include the abil- 
ity to offer more flights that fit our cus- 
tomers' timetables. We plan flights with 
near-shuttle frequency from London to 
New York and Chicago. Transfers will be 


We' re Bene fiting the Consumer 


1 


simple: one ticket and one check-in, all | 
the way through, with waiting time and 
walking distances kept to a minimum. 
Cost savings from working together will 


. help us keep ticket prices, down—quite 


apart from the pressure from the addi- 
tional competition we will face. 

Today, you can fly British Airways- 
from the Џ.5. to the U.K. and back for as 
little as $258. Our alliance will mean more 
low fares. Currently, we can offer these 
bargain tickets only to. and from the 21 ` 
U.S. "gateway" cities we serve. Our al- 
liance will extend them to the 200 or so 
destinations served by American Air- 
lines. Any suggestions that we will some- 
how be able to conspire to push up ticket 
prices is just pie-in-the sky talk. The com- | 
petition would not let | 
this happen. | 
. Some other argu- zo 2 
ments raised by our id 
competitors: 

e Market share. 
The contention 
that the alliance 
will dominate market 
share relates to the 
U.S.-U.K. market 
as itis today. Af- 
ter open skies, 
consumers will 
dictate market 











tween British Airways and American, we 
currently fly on 44 trans-Atlantic routes. 
We overlap on only six. On all but one of | 
these six we already face direct competi- | 
tion from another airline. Open skies will | 
allow our rivals to compete оп any route. | 

e Slots. Our current 41% holding of : 
takeoff and landing slots at Heathrow | 
is small compared with our competitor 
alliances’ at their European home 
bases. The П.К. authorities have 5210 
they will likely approve our alliance 
provided we make available 168 slots a : 
week to new trans-Atlantic competitors. | 
We have indicated we would be : 
to release slots—provided we are com- : 





кет, 


pensated on the basis of their market | 


value, as would happen in any other · 
industry if a company were asked by a | 
regulator to give up assets for competi- 
tion reasons. 

Atthe end of the dés the consumer will 
be the judge. The choice is a simple one: 
Believe the rhetoric from those disposed 
to oppose, or judge our alliance on its own 
merits— better service, lower prices, more 
choice and more competition. 


Mr. Ayling is chief executive of British | 
Airways. 
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. You're Building a M onopoly 


By RICHARD BRANSON 

Despite all the bluster from British Air- 
Ways and American Airlines about how 
their proposed alliance will benefit con- 
sumers, it will in fact be blatantly anti- 
competitive. In its recent preliminary de- 
cision, the United Kingdom Office of Fair 
Trading said: "The cooperation agree- 
ment... has as its objective and effect the 
restriction of competition in passenger 
transportation." Respected consumer 


groups have also expressed grave concern 
ine alli | T 


-- Together British Airways and Ameri- 


` can would dominate trans-Atlant c air ser- 


vice. They would account for оу: 60% of 
the U.K.-U.S. market, and 100% of 13 indi- 
vidual routes. They would no doubt fix 

their fares at below- 


market prices, then 
raise them after 


they've driven out 
competitors like Vir- 
gin Atlantic. 

This ` alliance 
would have almost 
twice the trans-At- 
lantic market share of 
any previous group- 
ing. The Heathrow- 
New ^ York route 
alone accounts for 
over 4075 of all U.S.- 
European travel. 
| And the alliance 
would dominate Heathrow, an airport so 
congested that it is virtually impossible to 
obtain new takeoff and landing slots at 
times suitable for trans-Atlantic air ser- 
vice. Not only would this alliance have a 
virtual monopoly on current services, but 
there is little chance of other airlines be- 

ing able to mount competitive services. 
It's particularly galling that British 
Airways. having for many years opposed 
atter"- to liberalize the trans-Atlantic 
air > t, now supports the restricted 
“opel. aes” deal promoted by Washing- 
ton and U.S. airlines. Bob Ayling knows 
that, combined with the proposed alliance 
with American, such a deal would put 
other British airlines at a real disadvan- 


tage because it would not allow them ac- - 


cess to the U.S. internal market. I support 


an unrestricted open-skies deal: U.K. air- - 
| lines should be able to operate U.S. dó- 
 mestic services and U.S. carriers to fly be- 


yond the U.K. to Europe and elsewhere. 
The U.K. Office of Fair Trading did con- 


clude that the deal was monopolistic and 


should be investigated by the British Mo- 
nopolies and Mergers Commission. But 
under pressure from Britain's Department 
of Trade and Industry and politicians, the 
office has decided that the alliance can 


proceed provided the parties agree to cer- 


tain limited concessions, like giving up a # 


small number of Heathrow slots. 


Regardless of these provisions, the .- 
deal will lead to a monopoly. British Air- > - 
Ways and American have been asked to ка 
give up just seven pairs of slots per day, ©. 


[ri 
ers 
= 


plus another five pairs “leased" on a 


temporary basis. These seven pairs of 2 
slots would have to be divided in some zT 
Way between the nonalliance trans-At- Ë ` 


"574 


.lantic - airlines—Virgin, Continental, "4? ` 
¬ Delta, . Laker, Northwest, TWA. and т“. 
 United—as well as any other carriers 


that wanted to enter the market. If the Г... 
slots. were allocated equally, which Vir- jos 


gin would certainly not advocate, each 


airline would be lucky to get enough for ^": 
а single new service. b 
. On the Heathrow-JFK route alone 


^ч 
чу “ 
“= 


* 


British Airways and American together ^: 


. operate 14 round-trip flights each day. Vir- ' "3 


gin and United, the other two airlines that = 


serve the route, operate just two each. 


face of such overwhelming dominance? 


торык 


2j. 
i 


What chance would anyone have in the "n 


It gets worse. If the British government WES 


approves the alliance within the next “ 
month or two, its anticompetitive impact `': 


will be felt almost immediately. But the 


first of the divested slots wil not be. 


~ 
kha 
в 
= 


=i 


wa 
а 


handed over until next winter, with others >“ 


phased in over a lengthy period. 
And the alliance would not even be ex- 


ыз 
rz i 


pected to hand over trans-Atlantic slots. It 5". 


on individual U.K.-U.S. routes, or even in- ` 


_ стеазе its level of service and give up ^ 


Heathrow slots suitable only for U.K. do- 
mestic or European routes. 


і" 


' could continue to operate high frequencies ж: 


It would be particularly unacceptable, `. 


as British Airways and American have ^' 


T 


suggested, if they were paid to give up .'. 


their slots. The U.K. government has ac- 


r а 


knowledged that the airlines do not own ` ae l 
these slots. And this would also create yet: = 
another barrier to entry for smaller carri- 2 


ers such as Virgin. 


But don't take my word for it. Listen to ' = 
Sir Freddie Laker, the entrepreneur who eis 
first "offered low-cost trans-Atlantic `" 
flights: "I believe both politicians and the , NE 


public are currently being duped into ^ | 


ing this monopoty will be less power- SEE 


ful than it actually will be. This соту car- ^ 
tel is an affront to fair play and equality.” 2 > 

I agree fully. Virgin Atlantic has fought 
to become the third largest European air- ` 


line on the Atlantic, with a reputation for 


'. И | 


12. 
~ Á 
рау 


customer service second to попе. We do `` 
not intend to sit idly by and be over- ` 


whelmed by this monopoly. 


lantic Airways. 


———__ЩЩ 


Mr. Branson is chairman of Virgin At- ` 


yr 
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FINANCE AND ECONOMICS 





Let the market take off 


Control of airport landing slots is a key issue in the proposed alliance be- 
tween British Airways and American Airlines. It is also a brain-twister for 


microeconomists 


LLIANCES between big airlines have 

set the European competition com- 
missioner, Karel Van Miert, growling. If 
British Airways and American Airlines 
are to link up (see page 65), he wants the 
carriers to surrender many of their take- 
off and landing slots at London's 
Heathrow airport The British govern- 
ments will nod the deal through if BA 
gives up 168 slots, and ВА is willing to, ifit 
is allowed to sell them. But Mr Van Miert 
says this will not do. At the very least, BA 
must give up more slots, he says, and give 
them up for free. | 

Put aside the question of exactly how 
many slots BA should dispose of. Why 
does Mr Van Miert want slots to be given 
away, and not sold? The simplest reason 
is that slot-trading is not permitted in the 
European Union—although Neil Kin- 
nock, the transport commissioner, is con- 
sidering changing the rules in order to al- 
low it. 

But Mr Van Miert has other worries as 
well. One is that allowing airlines to buy 
and sell slots might thwart competition. If 
they must pay heavily just to land at a ma- 
jor airport, he argues, new carriers will 
have a hard time getting off the ground. 
Big existing carriers, meanwhile, could 
buy up slots to strengthen an already- 
dominant position at a given airport. Mr 
Van Miert also objects that giving airlines 
the right to sell slots they were handed 
free of charge would, in effect, put the pro- 
ceeds from public property—airspace— 


| into private coffers. 


Why is the question so important? 
When runways are being used at full ca- 
pacity, as they are at Heathrow, the way in 
which slots are dished out among airlines 
can shape competition. At most big Euro- 
pean airports, the national carrier con- 
trols the largest number of slots (see chart). 
This сап keep out competitors at the very 
time the European Union is seeking to en- 
courage airline competition. The incum- 
bents advantage is strengthened by 
“grandfather” rights: if an airline has a 
slot one season, it keeps it the next. A car- 
rier can be forced to surrender a slot only 
if it fails to use it. 

From an economic perspective, this 
system makes little sense. With the major- 
ity of slots held under grandfather rights, 
it is hard to judge whether customers 
would prefer a slot to be switched to а dif 
ferent route, or whether another airline 


ЕСОМОМ1С$ FOCUS 





could serve the same route more efh- 
ciently. Airlines have an incentive to use 
every slot they control rather than see a 
slot lost. And while some slots are set 
aside for new entrants, this does little to 
encourage competition. New players can 
usually get only a handful of slots, and 
small-scale entry is often not worthwhile, 
because passengers seem. to prefer air- 
lines that offer frequent services. 

How might the market improve 
things? ТЕ airlines were allowed to buy 





and sell slots, then slots would end up 
with the carriers that are prepared to pay 
the most for them—ie, those that expect to 
make the most profit from the additional 
flight. That would have the clear benefit of 


- bringing more competition on the most 


lucrative routes, helping to lower fares. 
Airlines which are neither leaders in a 
given market nor new entrants could 
compete more aggressively by buying 
slots: Sabena, if its pockets were deep 
enough, could set up a hub at Heathrow 
to challenge ВА. 

These benefits, however, are not with- 
out costs. If slots are expensive, airlines 
will be disinclined to use them to operate 
less profitable routes, such as commuter- 
plane trips, that may be vital to particular 
communities. And as for Mr Van Miert's 
objections, although he is right to worry 
in principle about whether competition 
would take off, his concerns are overdone. 

In strict economic terms, the best solu- 
tion would be for governments, or airport 
authorities, to scrap all the existing ar- 
rangements and start anew, auctioning 
offthe slots. An auction would not be sim- 


ple, because an airline's valuation ofa slot 
depends on what otherslots it can obtain; 
the right to take off from London at 8am 
on Monday, say, may be worth more ifa 
carrier is also able to land in Paris an hour 
later than if it is not. But these complex- 
ities could be resolved by allowing an a£ 
ter- market: if Air France buys that 8am 
take-off slot and cannot find a desirable 
place to land, it could sell the slot to an- 
other airline that could use it better. New 
entrants would have to buy slots 1n the 
marketplace—a costly burden, to be sure, 
but one that accurately reflects the value 
of the take-off and landing rights they 
propose to use. 


Whose assets? 


Where Mr Van Miert is wrong, however, is 
in arguing that allowing slot sales would 
give a windfall to the airlines that own 
them. That windfall has already been dis- 
tributed: the slots that BA was given at 
Heathrow are providing it with the 
opportunities for excess profits that come 
with control ofa scarce resource. Matthew 
Stainer of Morgan Stanley, an investment 
bank, reckons that ownership of 
Heathrow slots is worth some $2.5 billion 
to the airlines. 

While Mr Van Miert can argue that 
these assets should belong to the public, 
the public has in effect already surren- 
dered them. Short of arbitrarily taking the 
slots back—and thereby stripping the air- 
lines of assets they now control—the pub- 
lic is out in the cold. Allowing the airlines 
to buy and sell those slots among them- 
selves imposes no further harm on the 
public and will, over time, lead to a more 
efficient distribution of slots among air- 
lines. This, more or less, is the solution be- 


. ing put forth by Mr Kinnock. 


Would slot-trading put trustbusters 
like Mr Van Miert out of a job? Hardly. A 
market for slots, like any other market, 
could become monopolised. Regulators 


. may haveto intervene ifa carrier controls 


so many slots as to dominate a particular 
airport, thereby limiting competition 
and keeping fares artificially high. And 
authorities may wish to continue to inter- 
vene, perhaps by offering direct subsidies, 
if they deem it vital that carriers devote 
some oftheir precious slots to serving less 
profitable destinations. But they should 
not get into the business of deciding who 
is able to land when. For better or worse, 
those slots have long since been handed 
out. Letting the market redistribute them 
is not a perfect solution, but it may be the 
best at hand. | 
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agreement meant that the economics min- 
istry and GAN failed to collaborate to seek 
out potential buyers for cic when the bank 
was put up for sale in the summer of 1996. 

There were no foreign bids for cic One 
source at GAN says that would-be foreign 
buyers were discouraged by the ministry. At 
lease one, Fortis, a Belgian insurer, suppos- 
edly told the government that it was pre- 
paring an offer. However, when the finance 
ministry learnt that Fortis was interested in 
buying GAN as a whole, rather than just 
сте, the Belgians were shown the door. 
Sources at the ministry deny that they dis- 
couraged Fortiss bid. Fortis declines to 
comment. 

By the end of the offer period in Sep- 
tember last year, there were only two bids 
for сїс, from Banque Nationale de Paris 
and Société Générale. Both banks’ bids 
were far below the value of CIC on GAN's 
books—which meant that the sale could 
have required a recapitalisation of GAN by 
the state. Provincial politicians were horri- 
fied that one of France’s few regional bank- 
ing groups might be bought by a Paris- 
based bank. They lobbied the government 
to get the sale stopped. In November, So- 
ciété Générale’s bid was criticised by the 
privatisation commission, a government 
advisory body, for violating the conditions 
the government had set. The government 
then called off the sale. Days later, Mr 
Bonnaud got the guillotine. 

Is his performance really the cause? Mr 
Bonnaud's record at GAN was unspectacu- 
lar but solid; he can hardly be blamed for 
the property mess he inherited when he 
took over in 1994. Mr Bonnaud improved 
GAN’s insurance business, turning a loss of 
FFr312m in 1994 into an estimated operat- 
ing profit of FFr852m last year. Pre-tax prof- 
its for the group as a whole, including CIC, 
have grown from FFr324m to FFr17 bil- 
lion, before write-offs, in the same репод.. 

Mr Bonnaud claims he was fired be- 
cause he had invoked the wrath of the 
prime minister earlier last year. Mr Juppé 
had wanted someone from his private of- 
fice to get the job of head of cic Mr 
Bonnaud objected, saying that he wanted a 
banking professional without a political 
background. The row was settled in Mr 
Bonnaud’s favour Бу Mr Chirac. —— 

GAN's travails say much about the prob- 
lems France now faces with privatisation. 
Part ofthe reason for the failure to seii CIC is 
that it was difficult. In that it is not unusual. 
The easiest French privatisations have al- 
ready taken place. Many of the companies 
still on the state's books are in as much ofa 
mess as GAN. 

However, the стс affair also draws at- 
tention to weaknesses in the way privatisa- 
tion is taking place. Bureaucratic rivalries 
anda suspicion offoreigners introduce un- 
necessary complications. And the case 
shows that the quality of civil-service work 
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is declining. Private business has robbed 
the administration of some of its brightest 
servants. After the chaos of Crédit Lyonnais, 
abank run by ex-civil servants that went on 
a disastrous lending spree in the 19805, the 
bureaucrats who remain command less re- 
spect than before. All ofthis could weigh on 
future sales, either preventing privatisa- 
tions, or making them less lucrative. Per- 
haps that is why Mr Bonnaud broke the 
habit of a lifetime and turned on his 
masters. 





Rigged markets 
Join the queue ` 


HONG KONG 


6 HOULD property developers sell to 
speculators? By all rights, in a free mar- 
ket no one should care. But on January 15th, 
Hong Kong's government made developers 
promise that they will favour families seek- 
ing flats over commercial investors seeking 
assets to resell. Blocking property specula- 
tion, officials say, should cool a market 
where residential prices rose by about 25% 
last year and in which a cramped 65- 
square-metre (700-square-foot) flat costs up 
to HK$6m ($775,000). But the government 
has not changed the policy at the root of the 
housing shortage: its own monopoly over 
land in Hong Kong. 

Britain's last important colony is fam- 
ous for its free-wheeling ways. Investors 
worry about what will happen to a place 
which the Heritage Foundation, a right- 
wing American think-tank, recently la- 
belled “the freest economy on earth", when 
it becomes part of China on July 1st. In real- 
ity, however, Hong Kong's view of compe- 
tition `: sometimes closer to Beijing's than 
to Ada Smith's. 

Housing is a case in point. The 
demand for flats 15 so high that pro- 
spective buyers enter a ballot to get a 
place in the queue to buy. Recently, 
peopl: have been forking out 
HK$z. ;ust for a place in the queue. 
Why does supply not increase to 
meet demand? Because the govern- 
rnent decides how much land it will 
release for development and how 
much new land it will make (by re- 
claiming it from the sea). it then auc- 
tions building rights—¢iving it an in- 
terest in keeping prices high. Because 
of decisions made years ago, flats are 
being completed at half the rate at 
which households are being formed. 

The people who obtain those 
building rights are hardly hot com- 
petitors either. Most rights are 
bought by a handful of developers 
who make sure that new flats come 
on the market only in small batches. 


The rigged development market, in 
turn, greatly influences other businesses. 


For instance, two firms, Wellcome and 


Park'n Shop, control 70% of Hong Kong's 
supermarket sales. Both chains are part of 
bid property-owning groups (Jardine 
Matheson and the Cheung Kong group, re- 
spectively). The two supermarket chains of 
ten get exclusive operating rights in new 
property developments. Potential competi- 
tors have difficulty leasing shops in prime 
locations. 

Monopoly does not end there. If a flat- 
buyer ever reaches the head of the queue, he 
will face collusive practices by estate agents 
and lawyers. And after he finally moves in, 
he will become acquainted with the utility 
franchises doled out by the British. Hong- 
kong Electric has a monopoly on Hong 
Kong island, while China Light & Power is 
the sole supplier to Kowloon. All interna- 
tional phone calls are handled by Hong- 
kong Telecom. Even Hong Kong’s most ba- 
sic foodstuff does not trade freely. The . 
government sets a quota for rice imports 
and decides who can deal in the grain—all 
in the name of stable food supplies. 

Hong Kong's Consumer Council has a 
litany of other complaints about anti-com- 
petitive practices, from a driving-school 
monopoly to price-rigging by bookshops. It 
has petitioned the government to adopt a 
competition law and establish an antitrust 
authority. A motion supporting the plan 
was passed by the colony's Legislative 
Council on January 15th, despite opposi- 
tion from business interests. The govern- 
ment seems unlikely to approve it. Which 


leads to an interesting irony. The Chinese 


refuse to be bound by government deci- 
sions affecting Hong Kong's future. When it 
comes to competition, however, China's 
old leaders and its new ones may just see 
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GAO to Present Airport-Rights Plan | 
„То Allow British uti та Pac | | 4 


Inc Agee Gy No: =— ج‎ 
|. «And Scorr McCartney `: A 
Staff Reporters of THE WALL runt Somn! ` 
^' WASHINGTON —The General Account- . 
: ing" Office 15. expected to recommend ` 
today that competing U.S. airlines receive , 
London Heathrow Airport rights for at 
least 23 daily round-trip flights if British — 
Airways and American Airlines are to = 

receive U.S. antitrust approval for their es —= = 
‘unprecedented trans-Atlantic alliance: . | 2 E Louis 
The GAO plan, to be released at a Jef ` New York 
Senate aviation subcommittee hearing, is | = == = à 
more acceptable to AMR Corp.'s American 
Air than a British government recommen- 
dation that the two carriers give up rights 
to 12 takeoffs and landings a day at London 
Heathrow Airport. The Clinton adminis- Iun 
tration had wanted the proposed alliance IS дш Philadelphia 
to give up about 30 takeoff and landing |^ i. 
slots, about the same number rival US. | = Pittsburgh 
airlines were seeking, people familiar with | e 
the matter said. The GAO doesn't require 
the British Air-American Air alliance to 
jettison any of its slots, even though a 
giveaway has been a widely discussed . 
scenario. | 
American said it was pleased the GAO 
doesn't insist it or London-based British | pe ede C И АЕ 
Air give up slots at Heathrow. Rather, the _ SETE 
carrier suggested that slots for other U.S. forced to surrender slots, he said, the | 
airlines could come from trades within partners wouldn't oppose the number of : 
alliances, purchases from other carriers, slots GAO suggests be made available to 
. or new slot creation. ‚ competitors. i 
"We've always known when open skies Critics of the British Air-American Air | 
are achieved that all U.S. carriers will get alliance, which as proposed in June 1996 | 
their hands on slots at Heathrow one way would hold 60% of. the lucrative trans- ! 
or another,” said David Schwarte, Ameri- Atlantic market, say the controversial ' 
can's managing director of international marriage would lead to higher air fares | 
affairs. H American mim British Air aren't ` Please Turn to Page A10, Column 5- | 
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Continued From Page A2 
and less competition on trans-Atlantic 
routes. The two airlines are seeking immu- 


nity from U.S. antitrust laws to share | 


revenues and coordinate their: operations 


.gyer the Atlantic as a single airline. 


to the demand of the previous Conservative 


. British government that they give up 12 


daily: round. trips ^at. Heathrow to. win 


antitrust approval. The European Union 
Commission, which must also approve the 


deal, has indicated it will demand more ` 


slots than the British. — pro- 


posal. 
‘Open Skies’ Negotiations ` | 

K British Airways official refused to. 
comment, saying the airline hadn't yet 
seen the recommendations. British offi- 
cials weren't available for comment. 

The U.S. and United Kingdom are 
negotiating to reach an "open skies" 


pact to lift flying restrictions in the U.S.- | 


U.K. market. The'U.S. won't grant anti- 
trust immunity to an alliance between а 
U.S. carrier and a foreign carrier unless it 


‘Ваз an open-skies agreement with the 


foreign carrier's home country. 

The slot issue is crucial for the industry 
because it is seen as the way to foster 
competition and combat the market domi- 
nance that the American-British Air part- 


| nership poses. Competing airlines argue | 


that since access to Heathrow, the pre- 
ferred London airport with global connec- 
tions, is limited, the two together could 


| drive other carriers off the North Atlantic. 


Under the existing U.S.-U.K. treaty and 
Heathrow restrictions, only four carriers— 


| American, UAL Corp.s' United, British Air 


and Virgin Atlantic — can fly from the U.S. 


to Heathrow. 


The GAO, Congress' research arm, Was 
commissioned by the Senate Commerce 
Committee to investigate the proposed 


alliance. The agency's study doesn't spell- 
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GAO to Offer P! Plan on Air Alliance 


E where the slots, which would be equal 
to all of American Airline's current siots at 
Heathrow, would come from. 

The GAO plan concludes there are 13 


major U.S. cities where consumers would ` 


` face higher fares and reduced competition, 
“British Air and'American, based in Fort: |- 


: including New. York, Chicago and Dallas. 
` Worth; Texas; have said they could agree | 


U.S. transportation officials:say privately . 
that the plan is a “minimum” of what is ` 


needed to clear U.S. antitrust hurdles. . 
“Under the plan, nearly ‹ every U.S. air- 
line that has opposed the alliance would 
benefit, with US Airways Group and Delta 


` Air Lines Ше big winners. In the New 


York-London market, which is flooded with 


EE pus اچ‎ 


high-paying business fliers, the САО rec: ` 


ommends that Delta and Trans World 
Airlines get three new round-trip daily 


flights from Heathrow, while Continental ` 


from the Newark, N.J., airport. 

САО officials wouldn't comment on the 
recommendations. 

A Continental Airlines spokesman in 


Houston called the plan “а paltry sum of 


| Airlines would receive three daily flights | 


slots” far below what the carrier thoughtit ` 


· needed to effectively compete. "How do 
you respond to hourly service between JFK 


and Heathrow with three daily ее 
tures?" he said. 


Appeasing Deal’s Opponents 
But some U.S. carriers were pleased 


‚ with the’ new service they could get. "It 


sounds like it’s meant to appease the 
opponents of the deal, and it may,” said 
Ben Hirst, senior vice president of corpo- 
rate affairs at Northwest Airlines, which 


would get its first Heathrow service under | 
the GAO plan. “It may well be that it : 


answers the various questions," raised by 
interest groups lined up against the ED 
posed alliance." ^  - 

Today's hearing on the proposed alli- 
ance will include testimony from Ameri- 


‚ can, British Airways and rival carriers. ; 
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british Аг-Атептсап Fact 
Meets Resistance at H. earing 


Rivals Warn of pcne Competition Е 


· Ву АРАМ ВЕХАМТ 


“WASHINGTON, June 4. — Ameri- 
can Airlines and British Airways 
encountered strong skepticism to- 
day in their effort to win support for 
their proposed marketing alliance, 
facing repeated concerns during a 
Senate Commerce Committee hear- 
ing about the lack of competition on 
flights between the United States 
and Heathrow Airport in London. 

Although the two. airlines pro- 


posed their pact a year ago,.Con- 


gress-begam taking a; closer: look at. . 


Today's. héaring brought: the many _ 
issues raised by the. proposal into | 
sharp relief, leavened by often color’, 
ful exchanges among senators and ` 


the airline executives who testified. , the two. airlinesa 
on behalf of, and against, the Ameri- · already x 


can-British Airways alliance. 

With testimony from. Richard 
Branson, сїаігтап of Virgin Atlan- · 
tic Airways, and Sir Freddie Laker, 
co-owner of Laker Airways, one-lin- 
ers were not in short supply. 

“Mortals should not be allowed to 
have this amount of power," Sir 


Freddie said of the proposed Ameri- · 


can-British Airways alliance. Unless 
more competition across the Atlan- 
tic is insured, he added, the two 
airlines will squash fledgling air- 
lines. “There will be no more Lakers 
or Virgins," he warned. 

The joking, however, appeared at 
times to wear thin on the two execu- 


im 
d. 


focused on how many daily opportu: 
nities to land at Heathrow — known: 
as landing rights, or“slots” — would 
be necessary for other United States, 
airlines to insure adequate competi 
tion over the Atlantic. .. 

American ` апі British ` Awy 
now hold à combined 69 percent of, 
. the daily slots between the United" 
States and Heathrow, but they said: 
their alliance would lead to many 
benefits for travelers. | 

Others, disagreed: ме: “Branson: 
compared £i ‘Cran 05 Г јава Mr. Ay 
ing to 7L intern ARS Кезге 


“that precic E сот 


Чоп”. wh uem = МАРУ Т: Сач 
"Stephen N: W рат DAS 
кус sa а и 


= а the 
market “Wiat alarms те most is: 
‘not the threat ûf competition, but the ` 
` threat to competition,” :he : said = * 
The Transportation “Department 
has said it must have ап open skies-. 
agreement with: the British Govern-~ 
ment before it approves the alliance. - 
But several other’ hurdles must һе 


cleared beforé such am agreement is. · 


reached, including winning approval“ 
from Ше European Union, settling. 
the issue of slots and whether there: 
are adequate facilities. at Heathrow; 
to accommodate new airlines once“ 


they are allowed to Iand there. > | 


Several senators raised the quesi 
tion. of how, шапу slots should рез 


positions i thes 


а= 


m سے‎ 


tives who were defending their pro- made available at Heathrow for oth: 


posed alliance, Robert J. Ayling, er United States airlines to insure; 
chief executive of British Airways competition: The- General Áccount-^ 
P.L.C., and Robert L. Crandall, ing Office testified, as expected, thats 


chairman of the AMR Corporation, 
the parent of American Airlines. 

Mr. Crandall said that his pro- 
posed alliance had undergone more 
scrutiny than similar alliances be- 
tween, for example, United Airlines 
and Lufthansa, and Northwest Air- 
lines and KLM Royal Dutch Airlines, 
that have already received govern- 
ment approval . 

“There is nothing about the Amer- 
ican-British Airways alliance that is 
unique, and there is no basis for 
singling ош our alliance for different 
treatment," Mr. Crandall said. 

There is, however, more baggage - 

attached to this proposed alliance 


than to the others. Heathrow is the | 


world's busiest international air- 
port, and there is considerable de- 
mand among United States airlines 


to fly into Heathrow. But under the . 


current agreement between the 
United States and Britain, United 
Airlines and American Airlines are 
the only carriers permitted to do so. 

The United States Department of 
Transportation wants to renegotiate 
its agreement with Britain to get 

“open skies" between the two coun- 
tries, which would give all United 
States airlines the right to fly to the 
airnart Rut the airnort’s capacity 15 


it believed other: United States air-2 
lines should be given ‘slots for at least? 
23 daily round trips from the United - 
States, and that many of them would. 
probably have to come from British 
Airways or American. · 

Mr. Crandall appeared encour- 

aged by the. report, saying it was 
“right on the mark,” in part because 
it noted that other United States air- 
lines had other means of securing 
slots besides getting them from 
American or British Airways. A fur- 
ther complicating issue is how the 
airlines might be compensated for 
SU Tender those slots to competi- 
t Г" 
` But there АЯ to be agree- 
ment among many committee mem- 
‘bers that American and British Air- 
ways should be prepared to make 
some concessions. 

"How do we cure the problem?" 
Senator Wendell H. Ford, Democrat 
of Kentucky, said. “Mr. Crandall and 
Mr. Ayling will need to ante up." 

Mr. Crandall however, warned 
against efforts to satisfy every air- 
line's desires for more slots and ev- 
` ery American city's desire for non- 
stop service to Heathrow. 

"There is," he said, "no Utopian 
solution." 
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Үе) 
` jiberallded aviation: realy.) ‘some car- 
rierss-and their pas та already; are 
reaping, benefits * {rpm}; pad open 

I skies't: ‘pacts, between ge al: European 
· Countries, and the: U. Sil leis i 

There is по pan:Europea treaty, to the. 

‚ frustration of . European!" Unión officials | 

who have met resistance 'frorn'turt-con- 

 sclous EU governments. Even 80, bilateral | 

_ pacts between the 17,5, and Germany, the ` 

Netherlands and 10 other European coun- 

"tries have made: trans-Atlantic travel 


TE abt ni 


` easier for. passengers, while cutting costs 


and boosting traffic for carriers. ` 

' The biggest winners to date have been 

UAL Corp.'s United Alrlines, Delta Alr 

Lines and Northwest Airlines, and their 
European partners, including Germany's 
Lufthansa (allied with United); ‘Swissair 
(Delta) and KLM Royal Dutch Airlines 
(Northwest). These carriers have seen an 
Increase in traffic as travelers take advan- 
tage of one-stop ticketing, faster connec- 
tions and the use of airport DUNES that 
once were off limits. i 

To their chagrin, АМЕ Corp.’ 5 Ameri- 
can Airlines and British -Alrways have 
come up short because; their ; proposed 
linkup is mired in EU and British regula- 
tory proceedings.— and. thal: has held up 
negotiations for а пем U,S. yw open- 
skies agreement, | eo 

"This isn’t to say that the Mei skies 
pacts have increased options as much as 
everyons Ban Roped: For, , example, the 
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‘mented deals with the U.S., 
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i 1955: Авија: Belilüm, Czech бері, 
Denmark, Finland, Iceland, aree 
. Norway, Sweden, Switzerland 


m 1996: Germany, Jordan 
| m 1997: Costa Rica, Nicaragua, Honduras; В: 
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Salvador, Guatemala, Panama, Talwan, Brunel, 


. Singapore, New Zealand, Malaysla, Aruba 
Hike U.S. Department of Transportation >, 


treaties grant U.S, ` carriers ‚ "beyond ` 


rights" —the right to pick up passengers at 


European airports for transport elsewhere, ` 


whether within that European country.or 


to third countries. The U.S. carriers have . 
found, however, that it's far more efficient 
to rely on their European partners. for 
connections: rather than operate such 


routes themselves. 

: For another thing, а nurnber of inr 
countries such as France haven't yet ce: 
largely ђе- 
cause they fear their national flag carriers 


‘will be hurt by new competition. There's а 


i.feellng in some European circles that the 
deals favor the 0,5. because U.S... law 
Пе foreign simt КИИ carrying pe 
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| ни EUR cooperation’ Р pact ‘with Northwest. That 


z ‘accord, isto ђе signed next week. 
ne ч Lufthansa reckons its alliance — with 
: 4 EF ‘United: Scandinaylan Airlines System, Alr 
ПИ I ıi Canada and:Thal Airways International— 
МИНЕ ч "6 г helped: boost. its trans-Atlantic traffic by 
Fist Wats Ton | " 21%. in: (he first; half, of this year, Though 
PATER T T ^ Lufthansa · ‘has ‘had :& code-sharing deal 
e ait AB sede КАШ ‘United since, 1994, the open-skies 
H: es ate «pact led: to far, greater coordination of 
ub ORE . "schedules. and pricing, and that allowed 
l: ,|. < both carrlers to provide better domestic 
"|. feed" for! the partners’ trans-Atlantic 
. services, Under code-sharing, airlines sell 


. tickets for each others’ flights. 
United, for example, recently doubled 
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- furt and both Washington and Chicago, 
and launched а successful Duesseldorf- 
Chicago flight. "It's the sort of route that 
open skles helps you to launch, while 
‘code-sharing makes it profitable,” а 
.. United spokesman says. 
_ № Germany's case, "It was very much 
, ,8 matter of the airline going to its govern- 
' "ment" to push for a liberalized treaty, says 
` Mike Whitaker, director of international 
' affairs: at Jjnited, who feels that the U.S.- 
Западу treaty. was pivotal in boosting 
„momentum for open-skies deals around the 
Фиона. ‘This; ; Year, the U.S. has already 
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' By Emma таг їп Brussels “9а Scuppér US з b УН BA argues! that магор Мг Rizenstat's comme 
| \,, Securing an "open skies” “so many slots; would"leave indicate that the US" admin, 
. Stuart, Eizenstat, the. US ` , agreement with the UK, ; the alliance with Језа ` power stration is in favour of, А 
ипдег- -весгеѓагу., of state, ` us His. , Views wil] increase : : than either partner had · pre: BA-AA alliance; How PF 
` indicated yesterday, he hoped Ç үрговаше. оп Mr Van Miert to viously: It ‘also'acctised the the US Department of Trasi 
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In Brief... -— 


“ 


Educating Main Street on Trade 


By Susan Ariel Aaronson 


WHARTON REPROGRAPHICS 


My town could be Anytown, U.S.A.. The He had made his case for fast track based 
people on my block work hard and look оп the macroeconomic arguments for the 
forward to their retirement. When they go economy as a whole, rather than showing 
shopping, they load up their Fords, Jeeps, members of Congress how their constituents 


= 
- 


=+ Hondas and Volvos with a wide variety of might benefit from his authority to negotiate 
r products, some of which are made overseas. new trade agreements. 
EN When they save for their children’s Early this week as well, the president 
T college or their golden years, they often failed to gain fast-track authority to 
Сл invest in many companies that operate negotiate new bilateral, regional and 
С around the globe. multilateral trade agreements without hav- 
Every hour of hour day, they see, smell, ing them face congressional amendments. 
prend hear, touch, and taste traded goods and [с was a tough fight closely watched 
Un services. But they rarely think about trade inside the beltway, corporate boardrooms, 
bD policy. Although they have heard many union headquarters and on Wall Street. But 
cliches about the global village, they do not оп America’s main streets, in neighborhoods 
think they live there. like mine, the debate over fast track was 
Last week, President Clinton acknowl- largely ignored. 
m edged the political implications of this fact. Fast track matters little if the president 
In a speech to wealthy donors, he made а can not win the hearts and minds of his 
dramatic confession. fellow Americans. 
The president told them he had no idea А public that is ill-informed about trade 


he had to build public support for trade. He тау be more receptive to protectionism or to 
worried out loud about the political —scapegoating our trading partners when 
consequences of such public ignorance and times get tougher. Support for protectionism 
apathy for fast track and the future of in the heartland cannot be easily countered 
multilateral trade liberalization. by Washington-based lobbying. 





This opinion piece was published in The Journal of Commerce on November 13, 1997 and written 
by Susan Ariel Aaronson, a guest scholar in the Brookings Economic Studies program. 
The views expressed in this piece are those of the author and should not be ascribed 
to the trustees, officers, or other staff members of the Brookings Institution. 
For More Information: Office of Communications 202/797-6105 
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In Brief... page 2 


The public must be educated 
about trade and abour global 
economic interdependence. More 
Americans need to understand 
that the General Agreement on 
Tariffs and Trade system is nor 
global deregulation, as those of 
the right and left often like to say. 

In fact the GATT/World 
Trade Organization system is a set 
of rules governing how entities can 
trade. To achieve this understand- 
ing takes leadership: education 
along the lines achieved by 
President Roosevelt in his historic 
effort to win “lend-lease” aid in 
the 1940s. 

It will not be easy. A May 
1997 poll by EPIC/MRA found 
that some 62% of those polled 
said they knew very little abour 
trade. The few Americans who 
care tend to have negative 
impressions. 

A September Business Week 
poll found some 56% of Ameri- 
cans believe "expanded trade 


—— HO —À— 


leads to a decrease in the number 
of jobs." In July, the president’s 
own pollster, Penn Schoen, found 
that 51% of Americans believe 
global economic integration *ben- 


efits multinational corporations at 


the expense of average working 
families." 

By not addressing how global 
economic integration and trade 
benefit average working families 
as they work, play, shop and get on 
with their lives, President Clinton 
has hampered achievement of one 
of his main goals — enabling every 
hard-working American to have 
^a chance at the American 
dream." Many Americans think 
trade agreements are the equiva- 
lent ot global regulations, enabling 
American companies to ship their 
jobs and their dreams of a better 
life overseas. 

They have little understanding 
that trade agreements in fact 
protect them: provide rules on 
how entities can trade and rules 


governing how all nations, rich 
and poor may protect. 

The debate over fast track 
provided an opportunity that is 
not lost. Public policy must be 
built on a foundation of public 
support rather than а 
panoply of legislative deals. 

Mr. Clinton should use his 
bully pulpit to build future 
support for trade, trade agree- 
ments and global economic inte- 
gration. He can begin by relating 
trade to people's daily lives. 

And he should be honest — he 
should discuss how Americans are 
affected by trade, both positively 
and negatively, in their many roles 
— 15 citizens, producers, consum- 
ers, and friends of the earth. 

Мо American is untouched by 
trade. Because trade is everybody's 
business, the president should 
make it his business to build 
greater public understanding. m 


mere 





Integrated Strategy, 
Trade Policy, and 
Global Competition 





David P. Baron 


n integrated strategy captures the synergies between competitive 
strategies that seek superior performance in the marketplace and 
nonmarket strategies that shape the competitive environment. For 

\ many companies, the rules of market competition are crucial to their 
performance, and they explicitly participate in the process of shaping those 
rules. Nonmarket strategies are the link between the interests of a company and 
those rules. The synergies between market and nonmarket strategies are at the 
heart of an effective integrated strategy. In choosing among strategy alternatives, 
it is necessary to assess both their consequences in the marketplace and their 
incentives for the nonmarket strategies that shape the competitive environment 
and hence competitive opportunity. 





This article extends the conceptual and analytical foundations of inte- 
grated strategy to a competitive environment structured by international trade 
policy.' It presents an analytic framework illustrated by the current international 
trade dispute between Eastman Kodak and Fuji Photo Film, which was initiated 
by Kodak's filing of a market-opening petition under Section 301 of U.S. trade 
law. The trade dispute centers on whether practices in the distribution system 
for consumer photographic film and paper impede Kodak's exports to Japan and 
whether those practices are contrary to Japanese law and international trade 
agreements. The intent of Kodak's nonmarket strategy is to position and advance 
this issue in the U.S. trade agenda. This is an important case not because it illus- 
trates a course that other companies are likely to follow but instead because it 
demonstrates how market and nonmarket strategies can be integrated in a uni- 
fied framework. | 


The focus here is not on the actions of the Japanese and U.S. 
governments but rather on the strategies of the companies—particularly Kodak, 


CALIFORNIA MANAGEMENT REVIEW: VOL 39,NO.2 WINTER 1997 145 


268 


Integrated Strategy. Trade Policy and Global Competition 


which initiated and advanced the trade issue as a component of a broader inte- 
grated strategy for the Japanese market and its global competition with Fujifilm. 
The analysis is based on detailed submissions by Kodak and Fujifilm and on dis- 
cussions with Kodak executives and their attorneys. It is not, however, about 
how Kodak chose its strategy or which strategy it should have chosen. Instead, 


the analysis is intended to illustrate an approach—one that can be applied in 


other strategic situations—to reasoning about strategy in an environment in 
which both market and nonmarket strategies are important." 


A Unified Framework for Integrated Strategy 


The environment of business consists of two interrelated components. 


The market environment includes activities that are governed by markets or 


private agreements. "The nonmarket environment is characterized by the social, 
political, and legal arrangements that structure interactions outside of, but in 


conjunction with, markets and private agreements. The nonmarket environment 


encompasses those interactions that are intermediated by public institutions.” 


An integrated strategy consists of market and nonmarket components 
that generate synergies and superior overall performance. “А market strategy is 
a concerted pattern of actions taken in the market environment to create value 
by improving economic performance. ... A nonmarket strategy is a concerted 
pattern of actions taken in the nonmarket environment to create value by 
improving overall performance, .. . For a business strategy to be effective these 
two components must be integrated and tailored to the firm's market and non- 
market environments, as well as to [the firm's] competencies."* The nonmarket 
environment is to an important degree nation-specific, i.e., it depends on the 
institutions and culture of individual countries as well as on the organization of 
interests in the countries. Nonmarket strategies, in contrast to market strategies, 
thus tend то be less global and more multidomestic, that is, tailored to the spe- 
cific issues, institutions, and interests in a country. 


Ап effective strategy is the product of a strategy system that consists of 
conceptual frameworks, core strategies, policies, and action plans.” Conceptual 
frameworks help managers organize their reasoning about the firm's environ- 
ment and the factors affecting its performance. In the context of the Kodak- 
Fujifilm case, one such conceptual framework is bargaining theory, which 
provides a structure for reasoning about the outcomes of international trade 
disputes as a function of the resolve of the participants and their stakes in the 
dispute. Core strategies are the approaches the firm takes to nonmarket issues, 
such as in its interactions with government and the public, and they include the 
exercise of rights established by international trade policy. Policies provide man- 
agers with guidance in dealing with specific issues. Action plans are the specific 
actions taken in implementing a strategy, such as Kodak's lobbying and public 
advocacy program intended to advance its side of the trade issue. 
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FIGURE 1. International Trade Policy Framework 
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Strategic alternatives must be generated and evaluated. This evaluation 
is facilitated by conceptual frameworks that help organize environmental factors 
and other characteristics of the strategic situation. For example, international 
trade policy is important from a strategic perspective because it affects the com- 
petitive environment. Trade policy should be thought of as endogenous not only 
to the strategies of nations, but also to the strategies of firms. In many instances, 
trade issues and disputes are generated by individual firms or industries, and 
the subsequent negotiations are influenced by their strategies—particularly their 
nonmarket strategies. А conceptual framework for strategic situations involving 
international trade policy is presented in Figure 1. It shows that policies reached 
in negotiations among nations are the result of bargaining influenced by domes- 
tic interests—such as business, organized labor, and supplier and consumer 
interest groups—with stakes in the issue. 


Since interests affect the bargaining positions of nations, a framework for 
understanding interest groups and their effectiveness is needed. The theory of 
distributive politics, which applies to situations in which the distribution of ben- 
efits and costs motivates nonmarket strategies of the affected interests, provides 
the needed framework. In the context of distributive politics, two useful con- 
cepts for strategy formulation are the rent chain and coalition formation." A rent is 
a surplus above the opportunity cost of resources and represents the stake of a 
firm or interest group. The pursuit and protection of rents provide incentives for 
strategy choice. Coalitions form around alternatives that can increase or decrease 
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rents. For example, the firms in a company’s supply and distribution systems— 
its rent chain—have aligned interests on issues affecting the demand for the 
company’s products. Fujifilm’s rent chain is threatened by Kodak’s integrated 
strategy. The alignment of interests along a rent chain or among firms in an 
industry provides the opportunity to form a coalition to support a strategy. In 
the example, Kodak has no coalition partners for its specific issue, although 
other firms would also benefit from structural changes in the Japanese distri- 
bution system. 


An analytical framework is a model for reasoning about an issue or a 
strategic situation. Analytical frameworks provide the step from conceptual 
frameworks that organize the information relevant for the evaluation of strate- 
gies to the specific evaluation of alternatives. Industrial organization economics 


provides the basic analytical tools for the analysis of competitive or market alter- 


natives. An analytical framework for the evaluation of nonmarket strategy in 
situations involving international trade policy is presented below and consists 

of models of market and nonmarket competition and bargaining among govern- 
ments. This framework facilitates reasoning about the effects on performance of 
changes in market and nonmarket strategies and exogenous characteristics of 
the strategic situation. 


The components of this unified framework for integrated strategy may be 
summarized as follows: 


" aconception of the environment of business in terms of two interrelated 
components—market and nonmarket 


s а characterization of the market and nonmarket environments in terms 
of strategy-relevant factors 


a conceptual frameworks that bring together the characterization of the 
external environment and the internal capabilities of the firm as a basis 
for strategy formulation 


= a strategy system that identifies synergies between the market and non- 
market components of an integrated strategy 


=» analytical frameworks for reasoning about strategic situations and evalu- 
ating integrated strategy alternatives 


* approaches to the effective implementation of integrated strategies 
* empirical evaluation of the effectiveness of integrated strategies 


Market and Nonmarket Strategies 


The strategic management literature focuses on developing and sustaining 
competitive advantage as a means of achieving superior performance. One focus 
of competitive strategy is on addressing threats to the competitive advantage 
of firms—threats from current rivals, new entrants and substitutes, and the bar- 
gaining power of suppliers and customers. The emphasis on threats gives too 
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little attention, however, to competitive opportunity. Opportunity is often 
controlled by nonmarket forces, and thus nonmarket strategies often focus on 

. unlocking competitive opportunity. This is particularly evident in the context of 
international trade policy pertaining to market opening. The trade dispute initi- 
ated by Kodak is intended to open further the Japanese consumer film and pho- 
tographic paper markets, which Kodak alleges are effectively blocked by 
Fujifilm’s control of the distribution system. 


As with a market strategy, the objective of a nonmarket strategy is supe- 
rior performance achieved by creating and sustaining competitive opportunity 
and advantage, creating an environment favorable to improved performance for 
the firm and the industries in which it participates, and addressing specific non- 
market issues in an effective manner. Each of these is illustrated by Kodak’s 
strategy. Kodak seeks to improve its position in global competition by enhancing 
its market competitiveness in Japan through broader access to the distribution 
system. This would have the additional benefit of weakening Fujifilm’s profit 
sanctuary. Strategies directed at improving the market environment focus on 
unlocking the Japanese distribution system for film, and potentially other prod- 
ucts, and thus stimulating broader competition. Strategies pertaining to the reso- 
lution of a specific nonmarket issue are illustrated by Kodak’s efforts to gain 
attention for this issue in the context of the U.S. political environment. 


The return from a market strategy is direct through the revenues and 
costs it generates. A nonmarket strategy, however, does not directly generate 
revenue. Instead, its return is derived from the enhanced return it generates 
through a market strategy. Since the return to a nonmarket strategy results 
from its impact on the performance of the firm in the markets in which it oper- 
ates, the interrelationship between market and nonmarket strategies is the focal 
point for the integration of the two components of strategy. Integration can be 
addressed at three levels. The first level is that of the overall configuration of the 
business, e.g., the determination of the firm's lines of business, the boundaries 
of the firm (what it does and what it has others do for it), internal organization, 
governance and incentive systems, and standards of conduct based on ethical 
principles and conceptions of responsibility. 


The second level is where a firm’s strategy competes directly against the 
strategies of other firms. It is this level at which the integration of market and 
nonmarket strategies is most productively considered. Kodak and Fujifilm are 
engaged in global competition. They sell branded products throughout the world 
in head-to-head market competition, and their entire organizations are commit- 
ted to the contest. The two companies are also engaged in head-to-head compe- 
tition in the nonmarket environments in the United States and Japan. In such 
situations, the effectiveness of a strategy is determined in relation to the strate- 
gies of its competitors and by the characteristics of the market and nonmarket 
environments. That is, the effectiveness of an integrated strategy is determined 
in an equilibrium in its market and nonmarket environments.” 
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The third level at which strategies can be integrated is that of functions— 

e.g., finance, production, and marketing—and it is here that integration often 
consists of coordination. An example of a functional strategy is Kodak's strength- 
ening its organization in Japan by acquiring, as it has recently done, the remain- | 
der of its joint venture distribution company. Another example is the advertising 
and promotional campaign Kodak is developing for the 1998 Winter Olympics in 
Nagano, Japan. The returns to this campaign will be greater the more effective is 
its organization in Japan. 


The Strategic Situation and the Control of Opportunity 


The subsequent analysis will largely adopt Kodak's perspective, but not 


` because Kodak is “right” and Fujifilm “wrong.” Indeed, Kodak has made a num- 


ber of strategic mistakes in Japan that account in part for its current situation." 
Instead, Kodak's perspective will be adopted because Kodak is the initiator of 
the trade action and has formulated an integrated strategy for addressing what 
it views as impediments to its penetration of the Japanese market. Although the 
focus is on the Japanese market, Kodak views that market as crucial to its global 
competition with Fujifilm. 

In consumer photographic film, Kodak and Fujifilm dominate their home 
markets and have comparable market shares in the rest of the world. The mar- 
ket shares in Japan, the United States, and the rest of the world are presented in 
Table 1. 


The Japanese market is 
attractive not only because of its 


TABLE |. Market Shares in Global Competition size—$10 billion in annual sales— 





but also because it is potentially 


Market Shares, % quite profitable given the exchange 


__ “Japan United States Rest of World United Status Бекон rate changes in the 1990s. In 1990, 
Kodak 8 70 36 the exchange rate averaged 145 


Fujifilm 


NB: Konica has the second largest share in Japan. 


yen to the dollar, and when Kodak 
formally initiated the trade dispute 
in May 1995, the exchange rate 
was 80. 


70 12 33 


As indicated above, the 
greater the control of opportunity by government, the more likely nonmarket 
strategies are to be needed. This is clear in the case of government in the role 
of customer or regulator; but in this case, Kodak alleges that its problem is that 
the government tolerates a system of private anticompetitive practices and long- 
term relationships that restrict market access and competition. More specifically, 
Kodak alleges that Fujifilm controls the primary distribution system for con- 
sumer photographic film through a set ot practices (e.g., rebates, the control 
of deposits) and by long-term relationships that foreclose much of the Japanese 
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market to Kodak. This is exacerbated by the associations of retailers and whole- 
salers that police non-price promotions under the Premium's Law. 


The control of opportunity by government and interests is one side of the 
coin. The other side of the coin is the profits that incumbent firms garner due to 
this control. Fujifilm is believed to earn over 90% ot its profits in Japan. Kodak 
CEO George Fisher refers to this as Fujifilm's profit sanctuary and argues that 
Fujifilm uses its profit sanctuary to subsidize its pursuit of global market share.!! 
Мг. Fisher stated, "While Fuji competes with Kodak on a global basis, it makes 
| virtually all of its profits in Japan, using those proceeds to finance low-price sales 
outside Јарап."'2 He also stated, "The Japan market, a large percentage, maybe 
70%, is closed to us. And as a result, Fuji is allowed to have a profit sanctuary 
and amass a great deal of money, which they use to buy market share in Europe 
and in the United States." ? This profit sanctuary is particularly important from 
Kodak's perspective because of the introduction of digital imaging technology 
in consumer photography, which requires considerable capital.'* 


Kodak argues that a number of factors make it extremely difficult to 
gain greater access to the Japanese market. These factors center on the distribu- 
tion system for film, which Kodak maintains is an essential facility for reaching 
the 280,000 retail outlets that sell film in Japan. Kodak film is sold in approxi- 
mately 15% of the retail outlets, which account for approximately 30% of film 
sales in Japan. Kodak's sales are primarily in the large metropolitan areas, where 
it uses its Nagase sales force to supply large retailers and some secondary whole- 
salers. This segment of the market is contested by the two firms, and prices are 
low and competition fierce. In smaller towns and in areas served by small retail- 
ers in the large metropolitan areas, Kodak film is generally not available and 
prices are high and stable over time. This is the uncontested segment of the 
market. 


Kodak argues that it is unable to access the uncontested segment because 
Fujifilm controls the distribution system through its dominance of the four pri- 
mary wholesalers, referred to as tokuyakuten, which carry only Fuji brand film. 
These are independent companies, but Fujifilm is said to have effective control 
over them through long-term relationships, shareholdings, the use of rebates, 
the control of deposits, and the implicit threat of being cut-off from 40 to 80% 
of their revenues. Fujifilm and the tokuyakuten are said to influence secondary 
and tertiary wholesalers and retailers through the use of rebates and allowances 
that discourage them from carrying Kodak film. This effective control of the 
distribution system gives Fujifilm control over the supply of film to small retail- 
ers, according to Kodak. 


A simplified characterization of the distribution system is presented in 
Figure 2. On the left is the primary distribution system, allegedly controlled by 
Fujifilm. This multi-tiered system involves the supply of large retailers, such as 
Nihon Jumbo and Yodobashi Camera, directly by the tokuyakuten. Smaller retail- 
ers and camera shops are supplied by secondary and tertiary wholesalers. These 
small retailers account for more than half the sales of film in Japan with the 
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"IGURE 2. The Japanese Film Distribution System 
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kiosks at railroad stations alone believed to account for approximately 10% of 
film sales.'5 It is this portion of the market that is uncontested by Kodak. 


As illustrated on the right side of Figure 2, Kodak has its own distribution 
system operated through its Nagase unit, which supplies some secondary whole- 
salers and directly supplies large retailers in the contested market." Given its 
small market share, developing a wholly owned distribution system extending 
to the small retailers would be prohibitively expensive, so Kodak would like to 
use the existing system of independent wholesalers and distributors. Kodak and 
Nagase, however, have been unable to induce many secondary wholesalers to 
distribute its film to small retailers, and the tokuyakuten refuse to carry any film 
other than Fuji.'? 
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In addition to Fujifilm's control of the distribution system, the Premiums 
Law gives associations of retailers and wholesalers a role in the policing of pro- 
motions, which Kodak alleges impedes поп-рпсе competition.!? Kodak also 
argues that antitrust enforcement by the Japan Fair Trade Commission (JFTC) 
of the Anti-Monopoly Law (AML) is ineffective and tolerates market control 
by Fujifilm. 


Finally, Kodak’s opportunities are to some extent limited by consumer 
preferences. As Fujifilm indicates, there is a home country market advantage; 
if all other things were equal, consumers would still prefer Fuji brand film. 


The Japanese distribution system has been a concern of firms in a number 
of industries and thus has been the subject of trade negotiations. Those negotia- 
tions have addressed antitrust issues similar to those of concern to Kodak. Asa 
result of the Structural Impediments Initiative, Japan adopted several measures 
to strengthen its antitrust policies and enforcement activities. One such measure 
was the promulgation in 1991 by the JFTC of Anti-Monopoly Act Guidelines 
Concerning Distribution Systems and Business Practices. As a result of his analy- 
sis of the 1991 Guidelines, however, Richards concludes that “the nature of the 
Japanese legal system and the Japanese market place will prevent the new mea- 
sures from making significant changes in the Japanese marketplace. Further- 
more, it is highly questionable whether stricter antitrust enforcement measures, 
in general, will do anything to significantly change the Japanese marketplace.^?9 


The Strategic Challenge 


Kodak's strategic challenge is to gain broader access to the Japanese mar- 
ket. What is required is an integrated strategy with a market component directed 
at improving its competitiveness in the segment of the market it contests and a 
nonmarket strategy directed at increasing the size of the contested segment. For 
market strategies, this includes decisions about products, quality, price, promo- 
tion, innovation, market selection, and organization. Its nonmarket strategy is 
directed at unlocking opportunities, siructuring the rules of competition, and 
weakening its competitor. The principal challenge then is choosing a nonmarket 
strategy to increase its opportunities in Japan and integrating that strategy with 
its market strategy. 


Given Kodak's assessment of the situation in Japan, what are its market 
and nonmarket alternatives for gaining greater access to the Japanese market? 
In the U.S. market, Kodak bids for shelf space and location, and in some cases 
exclusive supply arrangements, directly with large retailers, which account for 
a high share of film sales. Such a strategy is less attractive in Japan because there 
are fewer retail chains, they have fewer stores, and they cannot afford not to 
carry Fuji brand film because consumers prefer it. Those chains are growing, 
however, and Kodak supplies many of them in the large metropolitan areas. 
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Kodak could also use price discounts to gain share. It already discounts 
prices to large retailers, and its film sells at a discount relative to Fuji film. When 
it has attempted to use steep price discounts to move its film through the distrib- 
utions system to small retailers, it found that the discounts were not passed on 
to consumers because, Kodak alleges, the wholesalers and retailers feared retali- 
ation by Fujifilm. 

As part of its market strategy, Kodak could also increase its expenditures 
on promotion and advertising to generate consumer demand. The return from 
such a strategy is believed to be low, however, because of Kodak’s limited shelf 
space.”' In addition, the associations of wholesalers and retailers that police non- 
price competition are alleged by Kodak to limit the effectiveness of promotions. 
Kodak could invest in the perceived quality of its products through new product 


introductions in addition to advertising, but Fujifilm will continue to have a 


home country advantage in the marketplace because consumers are accustomed 
to purchasing Fuji film.” 

Kodak could also expand its own distribution system to reach the cur- 
rently uncontested market, but as indicated above, it would be far less costly if 
its film were distributed through the tokuyakuten and the secondary and tertiary 
wholesalers. The former president of Kodak Japan played golf for three years 
with the president . Asanuma, but was unable to interest him in a relationship 
with Kodak.” Frustrated in its attempts to use market strategies to expand its 
access to the retail market, Kodak turned to a nonmarket strategy. 


The nonmarket strategy alternatives available to Kodak to increase its 
access to the Japanese market involve government and international institu- 
tions. Fujifilm and the Japanese government argue that if Kodak has concerns 
about the practices in the film distribution system it should take those concerns 
to the JFTC.7* Kodak, however, believes that the JFTC is part of the problem it 
faces, and hence cannot be part of the solution. Based on JFTC data, Kodak 
reports that 98% of the enforcement activity by the JFTC involves infractions 
of the Premiums Law and only 2% involves infractions of the AML. The filing 
of a private antitrust lawsuit is also unlikely to be fruitful. Citing a JFTC study, 
Kodak reports that from 1955 to 1991 only fifteen private antitrust suits were 
filed in Japan and none was successful.” Kodak could also file an antitrust law- 
suit in the United States, but not only does Japan oppose the extraterritorial 
application of U.S. antitrust law, but so do the European Union and other 
countries. 


Fujifilm also argues that Kodak could take its concerns to the Japan 
Office of Trade and Investments, which provides an ombudsman service to 
mediate market opening disputes. This, however, is an unproven system that 
would in all likelihood be slow.” Fujifilm also argues that Kodak should place 
its concerns on the agenda of the Japan-U.S. Framework for a New Economic 
Partnership.?* Kodak's concern, however, was that with other issues such as 
automobiles, parts, and insurance on the agenda, little attention would be 
given to its concerns. 


154 CALIFORNIA MANAGEMENT REVIEW VOL 39. МО 2 WINTER 1997 


Integrated Strategy, Trade Policy, and Global Competition 


Another alternative was to ask the U.S. government to take the issue to 
the World Trade Organization (WTO). The problem with this alternative was 
that GATT and the WTO focus on tariffs and formal barriers and not on market 
opening measures directed at private arrangements and practices or at the vigor 
of antitrust enforcement. As Clyde Prestowitz observed, "The problem in the 
Kodak example is that the WTO has no rules that explicitly deal with market 
closure caused by cartelistic practices. Thus, if the United States takes the case 
to the WTO, it may well be rejected as invalid because there are no rules to deal 
with it." Kodak vice-president Ira Wolf echoed this view, "The WTO doesn't 
have jurisdiction over competition policy.”*° Moreover, at the time Kodak chose 
its strategy, the WTO had yet to formalize its dispute resolution procedures, 
making predictions about the treatment of the issue difficult. In addition, the 
market opening negotiations on financial services then being conducted under 
the auspices of the WTO were yielding little, and the United States subsequently 
withdrew from the negotiations in protest. ; 

Given its assessment of the market and nonmarket alternatives, Kodak 
chose to use its rights under U.S. trade law to file a Section 301 market opening 
petition, which allows the imposition of sanctions authorized by the President if 
the United States Trade Representative (USTR) is unable to reach a satisfactory 
accord regarding a practice.’ One explanation for this choice is simply that 
Kodak CEO George Fisher had previously been CEO of Motorola, and Motorola 
had successfully used international trade policy and the U.S. government to gain 
greater access to the Japanese markets for pagers, semiconductors, and cellular 
telephones and station equipment. Indeed, at Kodak he hired the law firm 
Dewey Ballantine and managing partner Alan Wolff, who had successfully 
brought the Section 301 case for the semiconductor industry in the 1980s.?? 

In conjunction with Dewey Ballantine, Kodak implemented a similar strategy, 
consisting of a detailed, 288-page study of the film distribution system in Japan 
accompanied by nonmarket action as a means of increasing pressure on the 
USTR and the President. This nonmarket strategy, however, was only one com- 
ponent of a more comprehensive integrated strategy for addressing the Japanese 
market. 


Kodak's Integrated Strategy 


The objectives of Kodak's strategy are threefold. The first is to be more 
competitive in the Japanese market, which is the primary focus of its market 
strategy. The second is to expand the size of the contested segment of the market 
by gaining broader access to the distribution system in Japan. The third is to 
weaken Fujifilm's profit sanctuary. 

Kodak's integrated strategy for the Japanese market has four compo- 
nents, the first three of which pertain to its market environment and the fourth 
to both its market and nonmarket environments. The four components of the 
strategy are: 
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„ maintain product leadership through innovation 

= leverage its brand пате“ 

‚ build a more effective organization in Japan” 

= gain greater market access 

The nonmarket strategy of filing a Section 301 petition is the key to gain- 

ing greater market access, but Kodak also hopes to pry open the distribution 
system by inducing one of the tokuyakuten to distribute its products. This could 
Occur as a result of a trade accord or as a result of Kodak's demonstrated com- 
mitment to increasing its share of the Japanese market. 


Kodak's nonmarket strategy to gain greater market access also involves 
pressuring the U.S. government to give attention to the issue. Filing the Section 


· 301 petition, coupled with a well-designed political strategy, effectively forced 


the issue onto the U.S. trade agenda. Kodak chose to put its full political weight 
behind the petition. As A an Wolff characterized the approach, “In a large trade 
case, the interaction of legislative activity, litigation and public policy making in 
the executive branch can provide the solution. It's absolutely necessary to 
јоббу.77 


Kodak's nonmarket strategy thus had two principal components. The first 
involved the exercise of its rights under U.S. trade law to file a Section 301 peti- 
tion. Kodak sought to frame this issue as involving illegal activities and position 
it as an issue between countries rather than between companies. This was 
intended to place responsibility on the Clinton Administration. Kodak's objective 
was not to have sanctions imposed. Mr. Fisher stated, "As we have said from the 
beginning, all we are seeking is the opportunity to compete in an open market. 
We want resolution, not retaliation. Nor do we want market share targets.”*” 


The second component of Kodak's nonmarket strategy involved generat- 
ing pressure on the U.S. government to give its case high priority. Filing a Sec- 
tion 301 petition does this to some extent because it forces a decision by the 
USTR and the President. But more is involved in applying pressure. Generating 
pressure involves lobbying and the enlistment of allies in other institutions of 
government, particularly in Congress, to put the USTR on notice that it will be 
the subject of congressional inquiry if it were to fail on this issue. Mr. Fisher and 
Mr. Wolff lobbied in Congress and obtained letters of support from then Senator 
Dole, House Speaker Gingrich, and House Minority Leader Gephardt. Kodak's 
allies in the House held hearings in March 1996 to put pressure on the USTR 
and the Clinton Administration just prior to the April meeting between Presi- 
dent Clinton and Prime Minister Hashimoto. In addition, 71 members of the 
House wrote to the President urging him to set a firm deadline for settling the 
case and to impose sanctions "if the government of Japan refuses to open its 
market to foreign film." Kodak also enlisted the support of Senators D'Amato, 
Moynihan, and Roth who wrote to the President urging that negotiations begin 
promptly. 


156 CALIFORNIA MANAGEMENT REVIEW VOL 39, NO. 2 WINTER 1997 


Integrated Strategy, Trade Policy and Global Competition 


Kodak's lobbying message focused on U.S. exports, jobs, and open mar- 
kets. Kodak claims that it has lost $5.6 billion in sales and 10,000 jobs over the 
past decade. An important instrument in the lobbying and public advocacy strat- 
egy was the Dewey Ballantine study of the Japanese consumer film and photo- 
graphic paper industry. 

Kodak's lobbying was supported by its efforts to generate public attention 
for the issue so that the government would at the least have to explain why it 
did not achieve a satisfactory resolution of the dispute. Kodak officials held press 
conferences, made themselves available for interviews, and gave speeches on the 
issue. The public advocacy strategy of Kodak was so successtul that The New York 
Times, in an editorial entitled “Tokyo’s Trade Hypocrisy,” stated, "The upshot is 
that Kodak's sales are limited despite the high quality of its products. Japanese 
officials blatantly violated bilateral commerce accords, international trade 
accords and Japan's own antitrust laws to keep Fuji atop the market."?* 


To continue the pressure prior to the meeting between President Clinton 
and Prime Minister Hashimoto, Kodak launched a grassroots campaign. It sent 
action kits to employees and retirees urging them to write to government offi- 
cials in Washington, and it established a toll-free number to call for additional 
information. Mr. Fisher also made public appearances and testified before Con- 
gress in an attempt to portray a U.S. failure in this case as a failure of U.S. 
resolve and hence the end of an era of credible threats of sanctions. 


Kodak also took nonmarket action in Japan. It attempted to discuss 
the matter with MITI, but MITI refused, stating that it had no jurisdiction over 
issues involving the distribution system. Kodak officials gave media interviews 
in Japan, and Mr. Fisher visited Japan, gave interviews, and addressed the Kei- 
danren in a conciliatory manner. 


Fujifilm countered with its own nonmarket strategy in the United States. 
One component of its strategy was to address the Section 301 petition through 
the administrative process used by the USTR. The other principal component 
was to present its side of the case to the public and the U.S. government. This 
component was likely to be less effective than Kodak's strategy, since Kodak has 
a home country nonmarket advantage in the United States. Fujifilm hired a U.S. 
law firm that produced а 588-page report attacking Kodak's allegations and the 
accuracy of its data and conclusions.” Kodak countered with an extensive study 
rebutting Fujifilm's claims and presenting new data on film prices in Japan. The 
studies were not only filed in conjunction with the Section 301 case, but they 
were also released to the public in news conferences and made available to those 
interested. 


An Analytical Framework 


An important characteristic of an international nonmarket issue such as 
“the Kodak-Fujifilm case is that governments in effect represent the interests of 
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—er domestic firms. That is, governments can serve as agents of their firms. 
ТЕЗ, however, is not the standard agency relationship due to four features. First, 
= government has multiple principals, and those principals may have quite dif- 
‘arent interests. In the economics literature, this is referred to as common 
zzencv with the U.S. government, or the Japanese government, viewed as the 
zsent and Kodak and Fujifilm as principals attempting to influence п.“ Second, 
оге than one sovereign government is involved, and there is no supreme insti- 
=-=оп with authority го adjudicate disputes. The УТО is not, at least not yet, 
sch an institution. Third, within a country, multiple institutions are often 
‘~volved—the USTR, President, and Congress in the United States and MITT, 

е JFTC, and the governing parties in Japan. This means that there are gene- 
"n multiple avenues for delivering political and nonmarket pressure. Fourth, 


. Drivate interests have varied but blunt instruments for affecting the behavior 


of the agent, e.g., Kodak and Fujifilm cannot sign an incentive contract with ` 
cz compensate the USTR. Instead, the principal instrument is political pressure. 


Now, for which firms will a government act as an agent? One obvious 
zzswer is those firms that have their headquarters in the country. But with the 
zobalization of companies, the specific location of the headquarters is probably 
zet the right perspective. Instead, it is better to focus on the rent chain, i.e., 
—ose who benefit from the activities of the company—employees, shareholders, 
-esrees, suppliers, customers, communities.“ In this particular case, these two 
zeindde, i.e., both Kodak and Fujifilm have much of their rent chains in their 
-eme countries. This gives each firm a nonmarket advantage in its home coun- 
чу. Both companies have operations in the other country, however, so they can 
= 0 take nonmarket action in an attempt to counter their rival's actions. 


Kodak and Fujifilm are thus principals with competing interests that 
zcempr to influence their governments to represent their interests. An analytical 
==mework consistent with this common agency perspective is illustrated in Fig- 

сте 3, which specializes Figure 1 to the Kodak-Fujifilm case. The lower part of 
—e figure indicates that Kodak and Fujifilm compete in markets, and the upper 
van indicates that the rules of market competition are shaped by the negotia- 
zens between the two countries. Nonmarket strategies are the links between 
—arket competition and the negotiations. These strategies are based on the 
—«centives generated in the marketplace and are directed at influencing the 

= ропапсе the United States and Japan attach to this issue. The competition 
-ecween the two firms thus is not just in the marketplace but ai: in their non- 
—azrket environments. 


To reason about strategy choice in the situation facing Kodak in 1994 and 
з27у 1995 as depicted in Figure 3, an analytical framework is required for eval- 
= market and nonmarket interactions and for evaluating alternative strate- 

es. The framework outlined here makes three contributions to the analysis of 
== атеојс situations and the choice of an integrated strategy. First, it provides a 


zasis for tracing the effects of competitive advantage through the economics 


225 politics of a strategic situation in which the nonmarket environment is 
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FIGURE 3. Market and Nonmarket Strategies and International Trade Policy 
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important to the control of opportunities. Second, it helps identify synergies 
between market and nonmarket strategies. Third, it identifies the implications 
of exogenous factors on competitive advantage and the choices of market and 
nonmarket strategies. 


The framework includes a model of market competition in which the two 
firms contest a portion of the market and their products have different perceived 
qualities, the home country market advantage, in the eyes of consumers. The 
framework also includes a model of the bargaining between the two govern- 
ments and the sanctions, if any, that might be imposed if no agreement is 
reached. The framework also explains the incentives to take nonmarket action 
and allows an evaluation of the synergies between market and nonmarket 
strategies. For example, what are the incentives for Kodak to make improve- 
ments in the perceived quality of its film through expanded advertising, i.e, 
what effect would such improvements have on the nonmarket strategies of the 
two firms, the bargaining between the countries, and the subsequent market 
competition? 

The analytical framework consists of the three models identified in Figure 
3.42 In this case, these models pertain only to the market in Japan, since the U.S. 
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market is largely independent of what takes place in Japan or in the trade nego- 
tiations.? The first model represents market competition between the two com- 
: panies and is based on four features of the Japanese market: 


» the market has a contested segment and an uncontested segment, 


= the size of the contested market depends on the policies and actions of 
the Japanese government, 


s Fujifilm has a perceived quality advantage, which means that Kodak film 
sells at a discount, and“ 


s Kodak has somewhat lower costs due to exchange rate movements in the 
first half of the 1990s. 


The second model represents the trade negotiations between the two 

· countries. These negotiations depend on the stakes the countries have in this 
issue as well as the credibility of sanctions they could impose in the event an 
agreement is not reached. The bargaining between the two countries, if there is 
to be bargaining, would focus on concessions by Japan such as greater antitrust 
scrutiny of the practices in the distribution system, including the activities of the 
associations of retailers and wholesalers that police non-price promotions. Bar- 
gaining theory predicts that the concessions in a negotiated settlement are 
increasing in the U.S. stake in the trade dispute as well as in the importance it 
attaches to this particular issue. Conversely, the concessions are decreasing in 
the Japanese stake and the resolve of its government.” Concessions are also 
increasing in the sanctions a country is willing to impose, but this prediction 
requires that the threat to impose sanctions be credible. After the 1995 auto- 
mobile accord, a number of observers speculated that a Clinton Administration 
threat of sanctions was no longer credible.^* 


The third model involves nonmarket competition between the two com- 
panies, which focused on the importance each country assigns to the issue in the 
bargaining. That is, the objective of the U.S. government can be thought of as 
reflecting its overall trade agenda with Japan, and Kodak sought a higher prior- 
ity for its issue relative to other trade issues on the U.S. agenda. The political 
pressure applied by Kodak and its allies was the instrument to achieve a higher 
priority. This political pressure was generated by its nonmarket actions and 
served as the link to the bargaining model.” As indicated above, there are many 
instruments, such as lobbying, public advocacy, and grassroots programs, to 
pressure the USTR and the President. 


In their nonmarket competition, each company has a domestic nonmar- 
ket advantage in the sense of having a larger rent chain in its home country · 
than does its rival. This means that it can deliver pressure with greater effective- 
ness than can its foreign rival, so Kodak has a nonmarket advantage in the 
United States and Fujifilm has a nonmarket advantage in Japan. 


To illustrate the application of these models and the importance of an 
integrated approach to analysis and strategy, consider the market alternative 
of an investment by Kodak in increasing the perceived quality of its consumer 


160 CALIFORNIA MANAGEMENT REVIEW VOL 39. МО. 2 WINTER 1997 


283 


Integrated Strategy, Trade Policy. and Global Competition 


products in Japan through increased advertising and promotion. Simply focusing 
on the current market share might well indicate that there are limited returns 
from such an investment, since Kodak's film is available only in the contested 
segment of the market, and even in that segment it has limited shelf space. 
Using the three models and focusing on both the market and nonmarket dimen- 
sions, however, indicates that the return could be considerably higher. 


First, the model of market competition predicts that an increase in the 
perceived quality of Kodak film would result in improved competitiveness, a 
higher market share, and greater profits in the contested segment. The second 
model predicts that the greater profits would increase the U.S. stake in the trade 
negotiations, which, according to bargaining theory, would make the U.S. gov- 
ernment negotiate "harder" resulting in greater expected concessions from 
Japan. In the model of nonmarket competition, an increase in Kodak's market 
competitiveness implies that the marginal return to its nonmarket action 15 
higher, leading it to expend more effort in generating pressure. This would result 
in the United States attaching more importance to the issue, which through the 
bargaining model would be predicted to result in even greater concessions 
granted by Japan in the bargaining.* 


The model thus predicts that an increase in the perceived quality of 
Kodak film leads to a cascade of market and nonmarket consequences resulting 
from the synergies between the market and nonmarket components of its inte- 
grated strategy. First, an increase in quality makes Kodak more competitive and 
profitable in the contested market segment. Second, for any given importance 
the United States attaches to this issue, the higher stakes are predicted to result 
in greater concessions, giving Kodak the opportunity to contest a larger segment 
of the market. Third, because its marginal profit is greater the larger is the size of 
the contested market, Kodak will invest more in its nonmarket actions—that is, 
generate more pressure—which leads the United States to attach more impor- 
tance to this issue. This is predicted to increase the concessions even further. 
The marginal return to quality enhancement thus is determined not from the 
current contested market but from the larger contested market resulting from 
harder bargaining and from the greater importance attached to the issue by the 
U.S. government. 


The synergies between market and nonmarket strategies are that the 
improved market competitiveness increases the marginal return to nonmarket 
action and the resulting increase in nonmarket action increases the size of the 
contested market, which increases the return to improved market competitive- 
ness. The causality can also work in the other direction. More effective non- 
market action increases the pressure generated, leading to greater importance 
attached to the issue. This is predicted to increase the size of the contested mar- 
'ket and hence the marginal return to improved market competitiveness. АП of 
these effects have the additional benefit of weakening Fujifilm in its profit 
sanctuary. 
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The three models can also be used to analyze the effects of exogenous 
factors such as changes in exchange rates. The appreciation of the yen during 
the first half of the 1990s lowered Kodak's costs in Japan, which made it more 


_ competitive and more profitable in the contested segment of the market. The 


cascade effects are that for whatever importance the United States attaches to 
this issue, it bargains harder since the stake is higher, and hence more conces- 
sions are predicted to result. In addition, the marginal return to nonmarket 
action is higher, so Kodak invests more in its nonrnarket strategy. The U.S. 
government then is under more pressure and attaches greater importance 

to the issue, which results in even harder bargaining and greater predicted 
concessions.” | 


` Integration and Effectiveness 


The concept of an integrated strategy centers on returns to, and synergies 
between, the market and nonmarket components of a business strategy. The 
most important synergies identified here are 


=» the greater incentive to invest in market competitiveness and the devel- 
opment of competitive advantage when the contested market is enlarged 
as a result of nonmarket action; and 


= the greater incentive to invest in nonmarket action when the firm is more 
competitive in the market place as a result of the enhanced competitive 
advantage and favorable exogenous forces such as exchange rate 
movements. 


In some cases, a nonmarket strategy may be a necessary condition for an 
effective market strategy. In Kodak's situation, a nonmarket strategy was not the 
only means to greater market access in Japan, but it may have been the most 
efficient, although risky, path to greater market access. Although the implemen- 
tation of its nonmarket strategy has been costly, the return could be substantial. 
The Japanese market is huge and increasing its market share to 20% could yield 
Kodak an additional billion dollars of revenue. Only a modest probability of 
success is required for the strategy to be attractive. 


Even if the trade dispute is not resolved favorably for Kodak, its new 
found aggressiveness and commitment to greater market penetration in Japan 
could result in other gains. As indicated above, Kodak would like to entice one 
of Fujifilm's primary wholesalers to carry its products. Although Kodak had cul- 
tivated Азапшта without success, a renewed effort might be successful if one 
of the primary wholesalers became more confident that Kodak's market share 
would increase.?? 


From a broader perspective, was the Section 301 petition a good idea? 
As argued above, this strategy may be warranted from the perspective of profits, 
but will it tarnish Kodak's reputation in a manner to make it less effective in the 
Japanese market or in the nonmarket environments in Japan or the United 
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States? Failure will be an embarrassment in Japan but less so in the United 
States, but will it have longer-lasting effects? The good news for Kodak is that 
there is little indication that its actions have hurt the demand for Kodak prod- 
ucts in Japan. 


Conclusions 


Nonmarket strategies are designed to address specific market and non- 
market issues with the objective of structuring the market environment in 
which а firm operates. The return to a nonmarket strategy is derived from its 
effects on market performance through the structure of the rules of competition 
and the incentives created for market strategies. The formulation of market and 
nonmarket strategies and their integration requires a framework in which the . 
synergies between the two components can be taken into account in a system- 
atic manner. The framework illustrated in Figure 3 is a general perspective on 
how market and nonmarket strategies interact when governments bargain over 
the structure of and access to markets. The specific models used to reason about 
the particular strategic situation have been tailored to the Kodak-Fujifilm case, 
but the approach to identifying synergies and reasoning about them is more 
general. In the case considered here, nonmarket action was intended to put'the 
market access issue on the U.S.-Japan trade agenda and to increase the costs to 
the Clinton Administration of not pursuing the issue aggressively. 


However well-integrated and effectively implemented Kodak's strategy 

_ has been, the outcome depends importantly on the resolve of the two govern- 

ments. The Dewey Ballantine study was completed in the spring of 1995 in the 
midst of tense negotiations between the United States and Japan on access to 
the automobile and automobile parts markets. In mid-May, President Clinton 
announced punitive tariffs effective at the end of June and subsequently set a 
100% tariff on thirteen Japanese luxury automobile models to go into effect if 
a satisfactory accord was not reached. In late May, Kodak filed its Section 301 
petition to increase the likelihood that its issue would receive attention on the 
U.S. trade agenda. Since the Clinton Administration was taking an aggressive 
stance regarding sanctions and pledged not to blink, Kodak might well have 
believed that the policy of the Administration was to be aggressive regarding 
market opening. Many observers, however, believed that the Administration 
blinked at the last moment and accepted a weak accord that was a victory for 
Japan. The credibility of future U.S. threats of sanctions was then in jeopardy. 
Japan also had the alternative of taking the issue to the WTO, which at a mini- 
mum would delay resolution of the issue. | 


In June 1996, the USTR found for Kodak in concluding that "Our com- 
prehensive investigation of the Japanese film market has shown that the Gov- 
ernment of Japan built, supported, and tolerated a market structure that thwarts 
foreign competition, and in which exclusionary business practices are common- 
place."?! Even though Japan refused to discuss this issue despite the personal 
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request by President Clinton, the Administration chose not to impose sanctions. 
Instead, it took the case to the WTO under three separate “requests for consul- 
tation." To increase the likelihood that the WTO would accept the case, the 
Administration positioned it not as a case involving private restrictive practices 
tolerated by the Japanese government, but instead as one involving laws and 
specific actions of the Japanese government.” The request for consultations 

is the first stage in the WTO's complex dispute resolution procedures and is 
intended to promote discussions between the two nations leading to an accord. 
The discussions did not resolve the issue, and the United States requested the 
formation of a panel to investigate the complaints.” In October 1996 the WTO 
established a panel under GATT provisions. 


Kodak's Section 301 petition may be an important milestone in the 
course of U.S. and international trade policy. Not only could it mark the end of 
the era of unilateralism and direct sanctions in trade policy, but the era of bilat- 
eralism could also be over, as vice-minister of International Trade and Industry 
Yoshihiro Sakamoto has declared. That is, countries will go directly to the WTO 
and companies will less frequently take market-opening action under domestic 
trade law.** 


* 


This does not mean that international trade policy will no longer be 
important to the market and nonmarket strategies of firms. Instead, it means 
that nonmarket strategies will be directed at influencing the governments of 
the countries in which the company has located components of its rent chain 
to position issues strategically in the WTO, i.e., determining when to bring firm- 
specific issues to the WTO, when to broaden it to cover the range of issues facing 
an industry such as insurance, and when to address sectoral issues such as finan- 
cial services and satellite communications. This could mean fewer firm-specific 
trade disputes and the growth of industry-specific trade issues. It may also mean 
a decrease in the public advocacy component of nonmarket strategy and an 
increase in lobbying and the recruitment of allies in Congress and in the execu- 
tive branch. 


Notes 


1. David P. Baron, “Integrated Strategy: Market and Nonmarket Components,” 
California Management Review, 37/2 (Winter 1995a): 47-65. 

2. A number of other cases involving international trade policy and global compe- 
tition have characteristics analogous to the Kodak-Fujifilm case. These include 
three sectoral agreements being negotiated under the auspices of the World Trade 
Organization: financial services, satellite telecommunications, and maritime 
shipping. The United States and Japan have also been involved in market access 
negotiations pertaining to insurance, construction, semiconductors, expanded 
passenger service between the two countries, and the fly-through rights of three 
U.S. airlines to carry passengers and cargo to Asian destinations via Japan. 

3. David P. Baron, Business and Its Environment, 2nd ed. (Upper Saddle River, NJ: 
Prentice Hall, 1996), p. 3. 
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. Figure 1 is adapted from Figure 16-1 of Baron (1996), op. cit. 
. Baron (1995b), op. cit; Baron (1996), op. ct., Chapter 7. 
. See David Besanko, David Dranove, and Mark Shanley, Есопотис; of Strategy (New 


York, NY: Wiley, 1996); Sharon M. Oster, Modern Competitive Analysis, 2nd ed. 
(Oxford, UK: Oxford University Press, 1994); Michael Porter, Competitive Strategy 
(New York, NY: Free Press, 1980). 


. The term equilibrium is used here not in the sense of stability over time, but 


rather in terms of a strategy that is best given the strategy of a rival. An equilib- 
rium occurs when neither firm has an incentive to change its strategy given the 
strategy of the other firm. That is, an equilibrium strategy is a best response to the 
strategy of the other firm. 

Abegglen and Stalk state: "The urgent prospect that one of America's leading 
companies might be outpaced by a once-insignificant Japanese company is the 
result of Eastman Kodak's delay in responding to Fuji's competitive challenge. 
Although Eastman Kodak has been in business in Japan for more than sixty-five 
years, it does not yet have manufacturing or research and development facilities 
in Japan. Nor does it have control over its sales in Japan. It continues to sell 
through an agent, maintaining a liaison office with no direct sales force or sales 
management, and only indirect influence on pricing and promotion." James C. 
Abegglen and George Stalk, Jr., Kaisha, The Japanese Corporation (New York, NY: 
Basic Books, 1985), p. 240. Kodak initially relied on a single agent Nagase for its 
distribution, and not until 1984 did Kodak begin to take control of its distributions 
system when it formed a joint venture that acquired the unit of Nagase that dis- 
tributed Kodak products. Huddleston states, "One simply has to control the distri- 
bution to control one's destiny. This was Kodak's problem. As long as it let Nagase 
and Kureha be its agents, it had no control over its competitive position in Japan." 
Kodak argues that it was forced by the Japanese government to use a single dis- 
tributor. Jackson N. Huddleston, Jr. Gaijan Kaisha: Running a Foreign Business in 
Japan (Armonk, NY: M.E. Sharpe, 1990), р. 218. 

Motorola Chairman Robert W. Galvin referred to this as the "Principle of Sanctu- 
ary." "You cannot allow any competitor to have sanctuary in his or her native 
market and be allowed to roam in your market in a way that would both cultivate 
customers and undermine your strengths. Simply put, you must find your way 
effectively into his native sanctuary. . . . We simply knew we could not leave 
Japanese competitors the isolation in Japan, while they prospected in our home 
market. We set about using every commercial and political means of influencing 
changes in that country." Robert W. Galvin, "International Business and the 
Changing Nature of Global Competition," Miami University, Oxford, OH, October 
1992. 

International Trade Reporter, BNA Inc., June 7, 1995. 

Moneyline, August 2, 1995. 

The concept of a profit sanctuary requires a protected market that generates 
super-competitive profits, but for the existence of a profit sanctuary to affect 
global competition, imperfections in the capital markets or the market for the 
control of firms are necessary. That is, economic theory predicts that if there are 
profit opportunities, the capital markets should supply the funds to pursue those 
opportunities. In this case, there could be capital market imperfections that lead 
Fujifilm to prefer to finance its activities internally rather than through the capital 
markets. Possible imperfections include the risk of disclosing strategic information, 
the transactions costs of selling new securities in the Japanese capital markets, 
and the potential loss of control through heavy borrowing from banks. Another 
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possible explanation is that the practice of many Japanese companies is to pay 

a small dividend and invest the remainder of their profits in growth through the 
penetration of foreign markets and the development of new products. Fujifilm 
pays 15% of its profits as dividends and has accumulated nearly $10 billion of 
cash and marketable investments, although approximately half that amount is 
the result of the appreciation of the yen. 

Compared to most developed countries, Japan has a substantially larger number 
of retailers as well as wholesalers. See David Flath, “Why Are There so Many 
Retail Stores in Japan,” Japan and the World Economy, 2 (1990): 365-386. 

Retail store chains, supermarket chains, and discount houses account for approx- 
imately 30% of sales. 

Konica also has a wholly owned distribution system. 

According to Fujifilm, relying on Nagase was a strategic mistake: "Kodak's deci- 
sion to make Nagase its exclusive agent in Japan cut off the tokuyakuten—compa- 
nies specializing in photographic products—írom direct dealings with Kodak and, 
in effect, established Nagase as a competitor to the tokuyakuten. When the other 
film, color paper, and camera companies similarly entered into competition with 
the tokuyakuten by adopting direct distribution, ties with the гокиуакшеп were 
severed. Similarly, when the same occurred with Kodak/Nagase, the tokuyakuten 
were pushed out of the Kodak system." Wilkie Farr & Gallagher for Fuji Photo 
Film Co., Ltd. and Fuji Photo Film U.S.A., Inc., “Rewriting History: Kodak’s Revi- 
sionist Account of the Japanese Consumer Photographic Market," July 31, 1995, 
pp. 180-181. (Referred to as Fujifilm, hereafter.) 

Under Article 10 of the Law Against Unjustifiable Premiums and Misleading 
Representations, associations of retailers and wholesalers can establish and moni- 
tor fair trade codes. These codes are alleged to impede promotional activities. 
Jonathon D. Richards, ^Japan Fair Trade Commission Guidelines Concerning 
Distribution Systems and Business Practices: An Illustration of Why Antitrust Law 
Is a Weak Solution to U.S. Trade Problems with Japan,” Wisconsin Law Review 
(1993), pp. 921-960. 

Mr. Walter Stork, president of Agfa-Gevaert Japan, said, "When you have one 
film maker that is so strong it has 70 per cent of the market, the consumer tends 
to identify film with that brand. Getting consumers to think of another brand 
when buying film requires tremendous investment in advertising. However, con- 
sumer recognition is only part of the battle. Unless retailers are willing to stock 
the film so that consumers can buy it, expensive advertising is wasted. :.. As . 
soon as competitors found our products on the shelves, they would come and 
move it to the corner." Financial Times, June 1, 1995. 

Greg B. Dinovis, Kodak's director of strategic planning for consumer imaging in 
the Asia Pacific, observed “the biggest challenge we've got [in Japan] is just that 
... the retailers say that the course of least resistance is the familiar green box. It's 
the same situation we've in the United States in reverse because of our dominant 
market share there." The Washington Post, April 7, 1996. 

Asanuma is believed to be the wholesaler that is least dependent on Fujifilm, 
since it is also a major distributor of Nikon products. 

In the United States, Kodak had been operating under two antitrust consent 
decrees resulting from cases centering on the exercise of monopoly power. In 
1996, against the opposition of the Department of Justice, those consent decrees 
were lifted by the federal courts as a result of petitions filed by Kodak. The ratio- 
nale of the courts was that even though Kodak has a 7096 market share it would 
be unable to restrict output and force prices higher because imports would rush 
in. In the United States, film is largely supplied directly by producers to retailers, 
and the courts concluded that imported film would quickly reach consumers and 
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force prices down. In addition, in the United States, film sales and photofinishing 
are dominated by large retail chains, and film companies bid for supply arrange- 
ments with them. For example, in June 1996 Fujifilm outbid Kodak to purchase 
Wal-Mart's photofinishing laboratories and also won a ten-year exclusive supply 
contract for its photofinishing supplies. In contrast, film sales in Japan are domi- 
nated by small retailers, and Kodak argues that if Fujifilm were to restrict output 
in an attempt to raise prices in Japan, imports could not rush in because the 
imported film would not reach the bulk of the retailers. That is, Fujifilm's control 
of the distribution systern is an "essential facility" that would prevent imported 
film from reaching consumers. To the extent that these arguments are correct, 
the two markets are quite different from an antitrust perspective. 

Dewey Ballantine for Eastman Kodak Company, “Privatizing Protection: Japanese 
Market Barriers in Consumer Photographic Film and Consumer Photographic 
Paper,” Memorandum in Support of a Petition Filed Pursuant to Section 301 of . 
the Trade Act of 1974, As Amended, Rochester, NY, and Washington, D.C., May 
1995, p. 227. (Referred to as Kodak, hereafter.) 

Dewey Ballantine for Eastman Kodak Company, “Japanese Market Barriers in 
Consumer Photographic Film and Paper,” Rochester, NY, and Washington, D.C., 
November 1995, p. 164. Private parties with a permanent establishment in Japan 
may file antitrust suits under the AML, but such suits are rare for several reasons. 
First, no private party has ever won an antitrust suit. Second, for a private 
antitrust suit to proceed through the courts, the JFTC must find that there has 
been a probable violation of the AML. Third, the filing fee for antitrust laws is 
one percent of the claimed damages, which discourages suits. Fourth, discovery 
is limited in the Japanese legal system, making it difficult for plaintiffs to substan- 
tiate charges. Fifth, the Japanese legal system does not provide for class action 
suits. See Richards, op. cit. 

Frustrated with the slow progress in opening the Japanese insurance market to 
foreign firms, in June 1996 the American International Group, Inc. (AIG) filed a 
complaint with the Ministry of Finance (MOF) complaining about the opaqueness 
of the insurance rate-setting systern. The MOF had proposed to open further the 
accident and health insurance segments, which were already open and where AIG 
and other foreign firms are strong. f 

The United States-Japan Framework for a New Economic Partnership was signed 
by the two countries in 1993 and commits the Japanese government to "address 
Japanese laws, regulations, administrative practices, and competition policies that 
impede market access for foreign goods and services." 

International Herald Tribune, April 17, 1996. 

Business Week, May 20, 1996, p. 49. 

Under Section 301 of U.S. trade law, a determination by the USTR that a foreign 
act, policy, or practice violates or is inconsistent with a trade agreement or is 
unjustifiable and burdens or restricts U.S. commerce requires the USTR to take 
actions to enforce the agreement or to end the objectionable practice. (This provi- 
sion of U.S. trade law is not incorporated in GATT and the WTO, and most other 
countries object to its use.) Firms operating in the United States have the right to 
file a Section 301 petition, and if the USTR agrees to investigate the charges, it 
must render a decision within a year. During that period consultations with the 
other country are requested. If no satisfactory resolution is attained, sanctions 
may be imposed by the president. The United States is not restricted in the nature 
of the sanctions nor in their target. 

Mr. Wolff is the subject of an article by Ben Wildavsky, "Wolff at the Door," 
National Journal, August 5, 1995, pp. 1994-1997. 

Kodak, op. cit. | 
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Kodak began selling private label and co-branded film in Japan as a part of this 
component. 


. For example, Kodak built a new distribution center in Japan and acquired the 


remainder of its Nagase joint venture. Kodak also strengthened its nonmarket 
capabilities by hiring Ira Wolf, a former assistant USTR, as vice-president for 
government affairs in Japan. 


. National Law Journal, 1987. 
. Eastman Kodak Company press release, July 27, 1995. 
. The New York Times, June 21, 1995. The editorial also stated, "To be fair, Fuji has 


not had the opportunity to respond fully to the charges. But Kodak's case will be 
tough to refute.” 


. Fujifilm, op. cit. 
. In the common agency model, the principals—Kodak and Fujifilm—work to 


influence the common agent—a government—to respond to their interests. This 
competition is primarily conducted in the nonmarket environment. See Gene M. 
Grossman and Elhanan Helpman, “Trade Wars and Trade Talks," Journal of Political 
Economy, 103 (1995): 675-708. 

This perspective is somewhat different from that of Ohmae who envisions a future 
of stateless companies. Kenichi Ohmae, Beyond National Borders (Homewood, IL: 
Dow Jones-Irwin, 1987); Kenichi Ohmae, The End of the Nation State (New York, 
NY: Free Press, 1995). The perspective here is that countries will represent not 
companies but instead the rents of their citizens, and when those rents are associ- 
ated with the activities of a firm, the country in effect represents that firm. 

The mathematical details of this framework and the models are presented in 
David P. Baron, “Integrated Strategy and International Trade Disputes: The Kodak- 
Fujifilm Case," Journal of Economics ё Market Strategy (forthcoming, 1997). 
Fujifilm’s competitive position in the United States is primarily dictated by 
exchange rates and its cost structure. The appreciation of the yen substantially 
increased Fujifilm's costs of supplying the U.S. market, and this limits the extent 
to which it can, for example, discount prices. In 1993, Kodak filed an anti- 
dumping petition against Fujifilm and Konica for allegedly dumping photographic 
paper, and the case was resolved when the two Japanese companies agreed to 
raise their prices. Fujifilm then built a photographic paper plant in the United 
States as part of a broader strategy of localizing production. Fujifilm’s ability to 
discount its film is similarly limited. In 1996, Fujifilm announced plans to ship 
bulk consumer color film from its plant in the Netherlands to the United States, 
where it wi- be cut and packaged. 


. The marke: model represents differentiated goods competition and is a variant 


of the model presented in Jean Tirole, The Theory of Industrial Organization (Cam- 
bridge, MA: MIT Press, 1988), pp. 296-298. 


. For an introduction to the Nash bargaining model, see Roger B. Myerson, Game 


Theory (Cambridge, MA: Harvard University Press, 1991), pp. 375-380. 


. See, for example. Business Week, June 24, 1996, p. 55. 
. The model of nonmarket competition is based on the theory of common agency. 


See B. Douglas Bernheim and Michael D. Whinston, “Menu Auctions, Resource 
Allocation, and Economic Influence,” Quarterly Journal of Economics, 101 (February 
1986): 1-31: Gene M. Grossman and Elhanan Helpman, “Protection for Sale,” 
American Economic Review, 84 (1994): 833-850. 


. The same type of analysis can be conducted for Fujifilm’s strategy alternatives. 
49. 


The appreciation of the dollar against the yen during the second half of 1995 had 
effects in the opposite direction. 

In 1995, Kodak was successful in having an independent photographic paper 
wholesaler agree to carry Kodak paper. 
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Acting USTR Charlene Barshefsky, USTR Press Release, June 13, 1996. 

The three market access barriers cited were restrictions on foreign investment in 
the 19705 that led to the current distribution system, the Large Scale Retail Store 
Law that limits the growth of large retailers, and the Premiums Law and its impact 
on the use of promotions to increase market share. 

In preparation for the request for a panel and at the request of the U.S. govern- 
ment, in August 1996 Kodak filed an antitrust complaint in Japan with the ТЕТС. 
Antidumping and countervailing duty cases will continue to be filed, since they 
are, and have been since its inception, included in GATT. The Uruguay round, 
however, requires that the administrative procedures used by countries be 
harmonized. 


DET: 
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ТО” Kodak Ruling Heightens Trade Tensions | 


usi The World Trade Organization' $ Te 
‘sounding rejection of U.S. claims of Japa- 
hese protectionism in photographic film . 
promisés: to heighten trdtie tensions. and 


increasé- competitive’ pressures. оп East- Ж 


man Kodak Co. 5 
The WTO's verdict brought. calls by 


tional body and of the U.S. trade repre- 
sentatives’ capacity to secure and defend 
free-trade agreements,” said Sen. John 
- Ashcroft, а Missouri Republican, in a 


| "Statement. ` 


While the U.S. does have the right to 
` challenge the decision, it could be awk- 


trayed in the WTO case. 

Mr. Fisher called the decision "totally 
unacceptable" and called for the adminis- 
tration to develop a Concrete plan to open 
the Japanese market." . 

Photography analysts say that J apan’s 
Fuji Photo Film Co., relieved of some of the 
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Кодак for consideration of new tariffs or 
| Ву Wall Street Journal staff те- 


ward. The U.S. doesn't want to be seen as 
undercutting an organization it worked 
hard to create. Also, it doesn't want to turn 
up the heat too high on Japan while Tokyo 
is trying to deal with its economic prob- 
‘lems. But the U.S. believes Japan can only 


political pressure by the WTO's verdict, 
will feel even freer to attack Kodak in the 
U.S., where the two have been waging a 
price war that has gained Fuji substantial 
market share. Kodak has a stagnant 10% 
share of Japan's film business; Fuji has 
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FENTE .| deal with economic stagnation i it opens about 15% to 16% of the dollars spent in the . (2 

other unilateral sanctions eink арап “up its: economies exact н Зо; was call Я ES market, up from Hp а year aem. a x 

: oe окуно рН E ing for. TS СОП pi ame == E REI uir "yt mas H.: Shay, ' a Spokesman’ “for | <; 

B пато. bg astrong dollar | ^ ЗЕ dt ME 2 а 1: -Folka Americal Subsidiary; praised, the х 

emm er С JES, and makings). sE ett fork X LORU” poe sane or ү TUNE as “а complete win before à World | E 
сар сырап кае. ПВР it also stands Ее e decision. “Was 2 SOF et “wide; neutral umpire.” ^ - MH 

© (to'Set back efforts by the Clinton adminis- | Kodak Chief Executiv ge Fisher, w : а 
ён Р A SKE? ns, | по ue acres just for” | боре Viewed Kodal's Case as Weak 


¬ and: voters ‘that’ Ше international trade- k 
system is fair and open. 

The WTO ruling “raises serious ques- 
tions about the credibility of this interna- 


"Kodak but for all U.S. industries seeking to- | 
break down alleged “internal barriers" to 
trade in- Japan 


„тер Kodak: had called the film. case one Of: 

the best-documented ever at the. Geneva- ` 
— -such as the locked-up | based WTO, а multilateral body created in | 
Please Turn to Page A14, Column 1 


film-distribution system that Kodak por- 








Face Off 


| Other pending or recently settled complaints on U.S. trade with темне 


ш RECORDINGS. | m WHISKEY | 
Until last year, Japanese copyright rules American makers of whiskey and 
only protected recordings made since brandy complained of Japanese sales 
1971, prompting complaints of lost rev- taxes five times as high as those on 
enue from U.S. and European record domestic producers. A U.S. govern- 
companies. After the U.S. and European ment filing prompted the WTO to 
Union filed a complaint with the WTO in substantially agree in 1996, resulting 
February 1996, Japan shifted to extend ` in a 40% tax cut on imports that will 
protections to 50 years. ~. add tens of millions of dollars in 

m AUTOS š exports to U.S. producers. 


B PAPER 
U.S. paper makers are upset their 
share of Japanese paper consumption 
hasn't increased beyond 2% of a 

` market. Further shrinkage is likely 
with the end this year of a five-year 
bilateral agreement that failed to 

. increase U.S. market share. In ` 
October, the U.S. government listed 
paper among potential areas for 
taking unilateral sanctions. 

















Under a 1995 bilateral agreement, Japan 
agreed to, permit 1,000 new dealerships 
selling U.S. -madéjautos to open by the 
year 2000. American auto makers initial- 
ly praised the deal, but now complain 
that the 142 dealer openings to date sig- 
nificantly trail expectations and say that 

. he Japanese government isn't enforcing 

` terms of the accord. Tensions are likely 
to increase as the strong dollar stands to 

hurt U.S. auto sales in Japan. 
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Continued From. Page АЗ 
1935 to be chief arbiter of trade disputes. 
But many trade experts, including some 
U.S. officials, had viewed the case as 
weak, partly because it relied on old evi- 
. dence and attacked vertical distribution 
alliances common in many countries. 

А three-member WTO panel ágreed 
with them. The U.S., Kodak and Fuji- 
which have viewed the otherwise unre- 
leased decision—said the panel rejected all 
21 claims of. Japanese government meas- 
ures ‘tha®:allegedly. violated multilateral | 
trade agreements: Partly because of these 
measures, Kodak says none of the four 

. main film distributors who control Japa- 
amounts of.Kodak Шы: Њом УШИ 

Ihe 21 claims were made in support of 
three main Kodak legal claims, the central 
one of which was that Japanese regula- 
tions and business practices had deprived 
Kodak of fair access to the market and 
therefore negated trade benefits granted 
to the U.S. in reduced tariffs over many 
years. But the WTO panel ruled that the 
Japanese regulations predated any low- 


ered tariffs and therefore couldn't have | 


negated them. 2 8 
Call for Tariffs on Fuji Film 
The decision is a preliminary one, but a 
reversal is seen as highly unlikely before 
the final decision in January | 
In the wake of the decision, Kodak's 
chief trade official, Christoper Padilla, 
suggested the U.S. might consider impos- 


ing tariffs on Fuji's imported film, as well i 


as on the chemicals that Fuji must import ; 
· from Japan to a new manufacturing facil- | 
ity it has built in South Carolina. 

The company might also ask the Com- 
merce Department to impose antidumping 
penalties on Fuji, which he said unfairly 
sells film in Japan for about 170% of the 

. cost of the same film it sells in the 
U.S. The Clinton administration said it is 
considering *'the broad range of options." , 

‘The somewhat technical nature of the 
film ruling allowed the WTO to sidestep the ` 
thorny issue of internal barriers and avoid : 
what might have become an endless, 
stream of disputes had it ruled in Kodak's . 
favor. Prior to film, the U.S had won 
outright victories or c^ncessions in all 14 of 
the other cases it бїтї at the WTO. 
Congressional Suspicions 

. .But the decision reinforces what al- 
ready is а deéply held suspicion in Con- 
gress: That internationalism — whether in 

· the United Nations or the North American i 
Free Tradé Agreement — works against | 
America's interest. These concerns sur- 
faced recently when Congress rebuffed 


——— ee r 





fast-track authority to make negotiation of | 


muy large | ‘particularly among Republicans, who of ` 





WTO Verdict-Trade Tensions 






















President Clinton's effort to win so-called | 


trade pacts easier. 

"We had hoped that the WTO would use 
this case to add its weight to the globally 
held view that Japan's closed system has to 
change,” Charlene Barshefsky, the U.S. 
trade representative, said on Friday. In- 


. stead, she added, the world trade body 


took a narrow view. Ms. Barshefsky, refer- 
ring to 


Case 
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№. 3 T A " a Hr | Tg gainer 
Pto ا‎ ELI 

some experts: say the WT 

lid. move:some swing voters— . 


,decision. | 


ten support аде legislation — into ћеат- : 
штаде сатр. “АП these guys who are 
in the middle, mostly Republicans . . . who 
are suspicious of a system that produces 
huge trade deficits, will become more 
critical," predicted Robert Lighthizer, a 
trade expert and senior policy adviser 
to Robert Dole, the 1996 GOP presidential 
candidate. Such а, shift, particularly next _ 


year, an election year, would make it 


| nearly impossible for Mr. Clinton to push a 


trade-expansion agenda. 

The Kodak case could also complicate 
the already difficult global negotiations 
over reducing barriers in financial serv- 
ices, which face a deadline this week. 
Clyde Prestowitz, president of the Wash- 
ington-based Economic Strategy Institute, 
says that the U.S. is being pressed to give 
up some authority to impose sanctions in 
order to help reach a deal. But in the wake 
of the film decision, “I think the U.S. will 
look awfully hard at that to see what we're | 
getting," he says. 

The Fuji victory gives the Japanese 
company a green light to continue under- 

. Selling Kodak on :** home turf, analysts 
say. 

"If Kodak had won, Fuji would be 
reluctant to be too aggressive on price 
because it would have been under pressure 
from the Japanese government to ease | 
up," said B. Alex Henderson, an analyst at 
Prudential. Securities Inc. “The clean 
sweep at the WTO is likely to make Fuji 
more aggressive, which is the last thing 
Kodak needs right now.” 

Kodak, facing steadily eroding earn- 
ings and lower margins on its core film 


| 




















| because of its:higher prices)” ^ —— 
"S fn October, Kodak cut pricés om ЭЕ 


ma — 






products, announced last month that it 
would cut $1 billion in costs over the next. |: 
two years, and eliminate as many as 
10,000 jobs. Measured by rolls of film sold, | 
Kodak's U.S. market share was 67% in the 
four weeks ended Nov. 9, according to | 
recent scanner data, down from 15.5% а 
year ago, said Mr. Henderson. Fuji had 
19.8% share, up from 12.6% a year ago, he 
added. (Kodak has a higher dollar share 


to 6%, and Fuji responded with: a 3% to 4% 
price-cut, Mr. Henderson said. Fuji fiim 
remains 15% to 30% less expensive, de- 
pending on the market, he added. Kodak: 
spokesman Charlie Smith declined to dis- | 
си specific pricing strategies, but didn't || 
dispute that the WTO decision would |: 
allow Fuji to step up a price war if it- 

chooses. i. 
"Fuji is still protected by the profit 
sanctuary that it has created in Japan, 
which has allowed it to exploit markets 
around the world," Mr. Smith said. Fuji's 
Mr. Shay declined to comment on recent 
price moves, but said it is “not our intent 

to be in a price war." 

—Bhushan Bahree in Geneva 

contributed to this article. 
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ANTITRUST: THE LANDSCAPE (U.S.) 
I. STATUTES 
А: Sherman Act Sec. 2: Unilateral conduct to monopolize 


B. Sherman Act Sec. 1: Conspiracies to impos 
unreasonable restraints on trade | 


C. Clayton Act: Sweeps in conduct that "tends to" 
monopolize or restrain trade and grants private right of action 
for violations (treble damages + attorney fees to winning PL's) 

| D. FTC Act: Gives FTC jurisdiction over antitrust. 
Result: Both Justice Department and FTC have parallel 
jurisdiction 

II. TYPES OF CONDUCT THAT CAUSE TROUBLE 


A. Horizontal Restraints: Agreements among competitors 
restricting competition 


| B. Vertical Restraints: Agreements among parties in the 
production-distribution chain 


1. Intrabrand competition (Resale Price 
Maintenance, etc.): Restricts dealers' freedom to compete with 
other dealers regarding the same product 


2. Interbrand competition (Exclusive dealing 
contracts, etc.): Restricts dealers' freedom to sell other 
products 


III. TYPES OF RULES USED TO POLICE 
A. Per se rules 

1. Horizontal Restraints 
a. Price-fixing 
b. Market Allocation (division of mkts) 
c. Group Boycotts or refusals to deal 

2. Vertical Restraints 
a. Resale Price Maintenance 


b. Tying (but only if seller has "Market 


Power" and tied product affects significant amount of commerce -- 


so this looks a lot like a rule of reason test) 


B. Rule of Reason Test 


GN 
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B. Restraints on Competition in Related Applications and Services 
Markets (Horizontal Restraints) 


1. Microsoft gives its own applications writers id 
early and more complete access to latest versions 


of operating systems (issue for "Windows 95") 


2.."Vaporware" -- MS preannounces software that 
either does not exist (rare) or is not ready 
(Common) to deter customers from buying a 
competitor's product that is already on the market 


3. Microsoft builds access to Microsoft Network into 
the Windows 95 operating system and system allegedly 
disables competitors' (America Online, Prodigy, etc.) 
access software 


ISSUE: Does MS have "market power" in the applications/online 
services market? What constitutes a "market" for applications 
software? How easy are these markets to enter? 


On Identifying Exclusfonary Conduct 


Frank H. Easterbrook ® 


‚ Aggressive, competitive conduct by a monopolist is highly 
beneficial to consumers, Courts should prize and encourage it 
under the antitrust laws. Aggressive, exclusionary conduct by a 
monopolist is delcterious to consumers. Courts should condemn it 
under the antitrust laws. There is only one problem. Competitive 
and exclusionary conduct look alike. The dominant firm із ап ар-. 
gressor and expands its market share at the expense of its smaller 
rival, The rival yelps and sues. 


Aspen Shiing Со, v. Aspen Highlands Shiing Corp. offers an illustra- 
tion, For many years Aspen Skiing Co. (Skiing), which operated the 
slopes of three mountains near Aspen, and Aspen Highlands (High- 
lands), which operated the slopes of one mountain, had sold a 

‘ticket allowing skliers to ski any mountain’s slopes for six days. 
About a third of all skiing was paid for through one of these multi- 
mountain, six-day tickets, Skiing and Highlands split the revenues 
according to the popularity of the slopes, In the early 19705, High- 
lands took in between 13% and 18% of the total from these joint 
tickets. In 1978 Skiing ended the cooperation by demanding that 
Highlands accept only 12,5% of the take, a deal Highlands would 
not accept. When Highlands tried to revive a multi-mountain ticket 
by buying Skiing's tickets and packaging them with its own, Skiing 
refused to sell; when Highlands gave its patrons scrip that they 
could tender to Skiing for lift tickets; and that Skiing could redeem 
at face value, Skiing refused to accept the scrip. Skiing also 
changed its price structure, charging $22 for a daily ticket to one of 
its three mountains but only $114 ($19 per day) for a six-day ticket, 
making it more expensive for skiiers to switch between Highlands’ 
trails and Skiing's by the day. Highlands’ share of revenues from 
the four mountains fell to 11% by 1981. It sued; the jury found, 
that Skiing had violated section 2 of the Sherman Act; the Supreme ' 
Court agreed. 

The Court treated Skiing as a monopolist, though onc must 
wonder of what. Most good skiing slopes are not in Aspen, and 


° Juge, United States Court of Appeals for the Seventh Circuit; Senior Lecturer, Uni- 


мећу of Chicago, 
1 


105 S. Са, 2847 (1985). 
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monopolistic prices in Aspen would simply induce skilers to go to 
Vall or St. Moritz. But the parties did not labor the point, and 
neither will 1.2 The Court thought that three things condemned 
Skiing's non-cooperation as exclusionary conduct: the four-moun- 
tain ticket was beneficial to skilers, the exclusion of Highlands in- 
jured И, and there was no business ustification for the change of 
policy. Any change that injured Skiing's rival had to be justified, 
and this was not. | 

The opinion creates a trap. 1f two firms start cooperating, the 
larger cannot back out without a good business purpose, But if the 
cooperation continues, that, too, must be justified by a good busi- 
ness purpose. If the business purpose is hard to define, then the 
firm is damned if it keeps cooperating and damned if it stops. Why 
is this?’ Because juries have good records in finding business pur- 
poses and separating. economic efficiency from exclusionary con- 
duct? Hardly, The reason, as the Court sees things, must be that 
continued cooperation could be monopolistic and desisting from 


cooperation could be exclusionary; either could be injurious (02 


consumers. Yet the decision implicit in Aspen to assign the burden 
of justification to the defendant—whether the defendant is seeking 
to explain the cooperation or the lack of cooperation—poses big 
risks. If the true economic effects of a business practice are hard to 
know, let alone to prove in court, then putting the burden on the 


defendant is bound to create systematic error. 


Vigorous competition “excludes” rivals. The more successful 
a firm is at reducing the cost ofits product or making that product 
more attractive to consumers, the more it sells, In the end a very 
successful firm will wind up with the whole market. The objective is 
to find ways to separate this from the kind of exclusion that injures 
consumers, The Court put the difference this way: “(I]t is relevant 
to consider [the conduct's) impact on consumers and whether it has 
impaired competition in an unnecessarily restrictive way. Ifa firm 


2 Indeed, Shing kicked away its strongest points one after another. ft did not chal- 
lenge the definltlon of the market 20 the four mountains near Aspen 195 8, Ct, м 2854 
n.20, It did not argue that the Inhilal cooperation between H eis and Skiing ralsed 

uestlons under § | of the Sherman Acl, questions that would have compelled а dissolu- 
ilon. М, at 2855 n.22. It did noi challenge the instructions to the Jury. H did not argue 
that lis posture toward Highlands had any legitimate ыша ий 14. at 2060. So 
the case may be a sport, governing aniy masochlatle Ни дално, Í put all of this to one slde In 
order to see whether the declslon has anything construcilve lo say about how to distinguish 
exclustonary conduct from aggressive competition, . 

3 1053. Ci at 2059.02. 

4 See Nattonal Colleglate Athleile Азза v. Noard of Regents of Univ, of Ohla., 104 5. 
“a. 2048 (1084). 
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974 NOTRE DAME LAW REVIEW (Vol. 61:972 
has been 'attempting to exclude rivals on some basis other than 
efficiency,’ it is fair to characterize Из behavior as predatory." 
Good enough in princlple, but this poses a new question, How can 
we tell when conduct excludes rivals "on some basis other than 
efficiency?" 4 | 

Exclusion "on some basis other than efficiency" mig 
forms. The first is predatory behavior, perhaps the Кж i | 
рпсез, that makes it unprofitable for the rival to compete. If a dom- 
inant firm can both drive its rival out of the market and erect barri- 
ers to the entry of new rivals, it may raise Из prices in the future. 
The second is raising rivals’ costs. If a firm can present its rivals 
with costs К does not face, the rivals must raise their price. The 
dominant firm can do likewise and make a profit." The two strate- 
gies imply different consequences. During an episode of predatory 
conduct the price must fall and output rise; later, during the re- 
coupment period, the ien must rise substantially, If a firm raises 
its rival's costs, the price in the market will rise at once and total 
output will fall, but the predator's share of the output will rise. It 
may be possible to look for these signs, but the search will be hard. 

The Supreme Court did not look for these signs in Aspen. In- 
stead it paid substantial attention to things that do not differentiate 
compctition and exclusion. It inquired whether ending the four- 
mountain ticket harmed Highlands. Of course it did—both compe- 
tition and exclusion harm rivals. We learn nothing from this, It 
inquired whether Skiing had changed a longstanding practice. Of 
course it had—both an outbreak of competition after a period of 
cartelization and exclusionary conduct entail change. Change is 
ambiguous. lt inquired whether buyers preferred the four-moun- 
tain ticket to other methods of selling lift tickets. Of course some 
buyers did—before 1978 about one-third of buyers had bought 
these tickets. Dut then two-thirds had bought tickets in other ways 
and any change of business practices and products will disappoint 
the people who used the old ones. Competition is no different 
from exclusion in this respect; there must be many who wish that 
Ford still made the Edsel, and at the right price the Lockheed 
L-1013 would have been a great success." 


5 105$, Ct, at 2850 (fnotnotcs omitted) (quoting from R. Вовк, THE Анттаџ . 
nox 138 (1978). | зт Pana 

G See Aveeda К Turner, Predatory Pricing and Related Practices Under Section 2 of the Sherman 
леї, 88 Палау, L. Rev. 697 (1975); Easterbrook, Pridalory Strategies and Couutersivategirs, 48 U. 
Cui, L. Rev. 203 (1981). . 1 

7 С. Sunten, Тис Oncanizarion or |нпизтлу 67-20 (1068); Salop & Schell i. 
ing Rival Cot, 73 Ам. Есон, Rev. 207 (1083). p & Scheffman, Лап 

A On ihe сесі of changing one's products, sce, €g.. MCI Comnninications С 
AYET, 708 F.2d 1081 (Tih Clr.), сет, deuled, 404 U.S. 801 (1983): Derhey Pu mL. 
Emman Kodak Co. 603 E24 263 С Cle. 1070), гену, denial, 444 U.S. 1003 (1080); Telex 
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hand victory to the plaintiff in a large number of cases no matter 
whether the defendant's conduct helped or harmed consumers. 


Ш а 


Aspen is іп many ways an advance in the application of eco- 
nomic analysis to antitrust law. It focuses attention on price and 
output, It calls for resolution of the question whether the business 
conduct Ís efficient, The Court scorned the use of "Intent," point- 


ing out that intent із useful only to the extent it helps a court decide | 


whether the conduct fs efficient or exclusionary.'® Objective indica- 
tors, not intent, are what matter, These are conclusions for which 
, many have lobbied in their scholarly writing, and the lobbying has 


ра off. The Court cited Robert Dorks work from beginning to 


end, 
„Yet two very important economic lessons are unlearned. With- 
out these (ће rest are useless or worse. , The first is that the legal 
_system must minimize the sum of-error.and process costs, A rule 
that tilts things in plaintiffs’ favor (by demanding explanations from 
defendants) ensures that much desirable conduct will be con- 
demned. Some will be doomed in litigation, some will be aban- 
doned as firms try to avold the risk of wrongful condemnation. 
There is no sense in Aspen that false positives are harmful or com- 
. mon, yet they are. Just the previous term, the Court saw both the 
harms of false positives and the difficulty of separating competition 
. from exclusion." More recently the Court examined the logic of 
the economic arguments implicit in an antitrust clalm and, finding 
the logic faulty, rejected the clalm.!? One wonders what changed in 
Aspen. False positives are at least as harmful as false negatives. 1 
have argued elsewhere that false posltives are much more harmful 
than false negatives.'® “Market processes undercut monopolies 
wrongfully permitted, but no similar processes undercut judicial 
decisions that wrongly condemn efficient conduct, Judges hearing 
antitrust cases have a lousy record in separating economic wisdom 
from fallacy; this is the central point of Judge Dork's book, cited so 
often in Aspen. We should not expect judges to Improve their rec- 
ord by very much; the rules must accommodate the judges’ limits, 
rather than the other way around, In other fields, the inability of 
judges to decide what із efficient business conduct and what is not 


"13 1058, Ct, at 2057. See alio Barry Weight Corp. у, ITT Grinnell Corp.. 724 F.2d 227, 
232 (ln Cir. 1983) (Breyer, J.J; Ball Memorlal Hosp. v. Mutual Hosp. Ins., Ine.. 784 F.2d 
. 1325, 1338.39 (7th Clr, 1086). 

14 Copperweld Corp. v, Independence Tube Corp., 407 U.S. 752, 707-09, 771, 715-77 


(1984). 
19 Matsushita Elec, Indus. v. Zenlih Radlo Corp. 100 $. ae 1348, 1357-62 (1980). 


16 Езметтооћ, Thr Limits of Апштит, fupra note 10, at 13-17. 
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is a foundation for powerful rules compelling judges to keep their 
hands off—in corporate law this is known as the business judgment 
doctrine. Why should antitrust law demand of judges and juries 
answers that other branches of the law know courts cannot supply? 

The second lesson is that it is pointless to ask the ultimate 
question—"is it efficient? "—without offering some criteria. Throw- 
ing this marshmallow at a jury 13 not going to get the results we 
зеск, A Og agne instruction of the sort given in Aspen ,ensures 
that confusion and random results will emerge, ensures, in other 
words, more false positives and false negatives than under the old 
regime, | Е 
Courts must change (ће way they think about antitrust, Now 
that efficiency is the standard by which business practices are to be 
gáuged, courts must approach the task of finding efficiency in the 
same way a social scientist would, The court must formulate а ћу- 
pothesis and test that hypothesis against the facts, The court 
should accept only the hypotheses that (ally with observation. 
Forming and testing hypotheses Їз not the ordinary work of lawyers 
and judges, but it has become essential. | 

What аге the hypotheses in Aspen? One is that the change is 


efficient (or neutral). If the change is efficient, the output of skiing | 


services in the market should rise. Add together. (ће output 
(number of skiier-days) of the two firms. Is it up? The Court does 
not зау. The raw data may not be enough. Perhaps skiing in Aspen 
is up less (more) than skiing in other resorts. There are statistical 
techniques to strip away other varlables,!? Another hypothesis is 
that Skiing was engaged in predation. This implies that prices for 
Aspen's four mountains fell as Skiing tried to take büsiness away 
from Highlands. Then, the hypothesis would continue, Highlands 
cventually would withdraw from the market so that Skiing would 
raise its price. 

The hypothesis of predation is inconsistent with the Court's 
assumption that Skiing raised its prices. It is also pretty implausible 
no matter what the price data show. Predatory conduct works only 
if the predator can force the competing assets from the market, 
Otherwise these assets stand by as a source of competition, 
preventing the ео from raising prices to recoup. No тацег 
how Skiing tried, it was unlikely to force Highlands Mountain out of 
the Aspen "market," Where would the mountain go? Exit barriers 
defeat predatory strategies. True, Highlands might close up shop 
for a year or two, but it could reopen the slopes whenever Skiing 
tried (о take advantage of its position, This hypothesis therefore 
cannot explain the cvenis we observed, 


17 See Rubinfeld, Kronemeties in the Cunrivoom, H5 Corum. L. Mev. 1048 (1085). 
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So the Court's position resolves to n conclusion that a domi- 
nant firm that imposes large cost ` : Из rival must have a good 
15 fustification (one “consistem with efficiency") and be able 
to persuade the jury of jt, No intermediate. questions, no indica- 
tors, no steps on the way to decision. Just ask the ultimate ques- 
tion. Was it efficient or was it not? Whichever way the jury decides, 
оез, у 
У The Court ts not alone in thinking that the defendant should 
be asked to justify its conduct and pay the penalty if it fails? But 
why? This means-that the plaintiff wins whenever the defendant 
does not know or cannot explain the true function of its conduct. 
In business the only thought may be to make as much money as 
possible, and entrepreneurs often flounder from one practice to an- 
other. trying to find one that works. When they do, they may not 
know why lt works, whether because of elTiciency or exclusion. 
They know only /Aat it works, If they know why it works, they may 
be unable to articulate the reason to their lawyers—because they 
are not skilled in the legal and economic Jargon in which such 
"business justifications” must be presented in court, or perhaps be- 
cause their lawyers cannot understand (or translate for а jury) what 
they have been told. | | | 
If the entrepreneurs were economists, they would not be any 
more articulate. It takes economists years, sometimes decades, to 
understand why certain business practices work, to determine 
whether they work because of increased efficiency or exclusion. To 
award victory to the plaintiff because the defendant has failed to 
justify the conduct properly is to turn ignorance, of which we have 
regrettably much, into prohibition. That is a hard transmutation to 
justify.!o ! | 
` Such explanations as there аге tend to be vague, hard to verify, 
even damning. Consider an explanation Skiing might have offered 





for cutting Highlands out of the multi-mountain ticket. Jt might. 


have, said that Highlands was an inefficient "fringe" firm taking а 
free ride on the fact that Skiing had developed the resort's principal 


Corp. v. 10M Corp. 810 F.2d 894 (10th Ст), сет, dismissed, 423 U.S. 802 (1075); Easter- 
brook, supra note 6, at 304-12, ! 

9 Su, ega VIE P, Anggpa, Анттамзт Lv $ 1500 (1080); R. Поли, snpra note 5, at 157; 
General Leaseways, Ine, v. Natlonal Truch Leasing Ass'n, 744 F.2d 588 (7% Cir. 1984) 
(Posner, J.). B uf 

10 2 Easterbrook, Tac Limits of Antlinul, 69 Tan. Ї Rav, |, 4.9 (1084); Easterbrook, fs 
There а Ratchet in Antitrust Lov ?, 60 Там, L, Rav. 705, 707-10 (1083). Ronald Coase wrote 
about the when thing that has been sald on this subjects "If an economist [or а judgel] 
finds something ... that he does not understand, he looks for a monopoly explanation. 
- And as In thla field we are rather ignorant, the number of ununderstandable practices tends 
` to be rather large, and the reliance on monopoly explanations frequent," А, Coase, Indui 
trial Organisation: À Propotal for Mesearch, in 9 Ромсу 133023 ano Rescancn Огголтинут!т3 
s. IH INDUSTAIAL Oncanization 59, 07 (V, Fuchs ed. 1072). 
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mountains and attracted tourists, which Highlands diverted-once 
they were in Aspen. Highlands’ mountain was below average In at- 
tractiveness; why else did it get only 13% to 18% of the business 
from the four-mountain ticket? The four-mountain ticket gave 
Highlands an opportunity to divert зкНегз at no marginal cost to 
the зКНегз. Skiing might believe that it was entitled to compensa- 
tion for providing Highlands with a pool of ready customers and 
facilitating thelr migration to Highlands’ mountain. The demand 
that Highlands accept 12.5% of the proceeds, even if in an average 
year skiters spent 16% of their time on Highlands’ slopes, could 
have been a way to compensate Skling for producing the customers. 
Similar arguments about “property rights in customers” have been 
made by respected economists,!! Moreover, Skiing might have ar- 
gued that economies of scale called for the use of only three rather 


than four mountains. Assembling skilers in larger numbers (per 


mountain) would make use of the lifis more efficient, allow the ski 
patrol to handle more skilers per patrolman, and зо on. The mulii- 
mountain ticket might have diverted skiiers to Highlands, prevent- 
ing the realization of these efficiencies. 

Maybe these are real efficiencies, maybe they are fairy tales, It 
would be very hard to devise tests within the two or three years 
allowed by the process of litigation. (Even antitrust cases do not 
last forever.) Suppose the lawyers could find economists who 
would test these propositions and present the tests to the jury. 
What would happen? Explanations of this sort sound like justifica- 
tions of monopoly, not demonstrations of how tlie exclusion of 
Highlands from the multi-mountain ticket was “competitive,” 
Counsel for Highlands would say that Skiing may not extol the vir- 
tues of a reduction in competition, This would be а bad argument. 
Highlands would be focusing attention on the process of daily ri- 
valry as "competition," while Skiing's hypothetical explanation 
demonstrates efficiencies, viewed ex ante, But the processes of tiil- 
gation—especially litigation conducted to lay deciders who may 
know nothing of the industry and see the Inside of a courtroom but 
once—favor arguments based on fair ex post divislons of gains. Tt 
is very hard to justify any unusual business conduct even to a panel 


of economists. The economists, quite properly, want more data · 


and more time. The process of litigation, in which a plaintiff suffer- 
ing real injury confronts a defendant offering abstruse explana- 
tions, does not hold out much promise for finding economic truth. 


às require the defendant to show that its conduct is efficient із to 


11 See Goldberg, The Free Rider Problem, Imperfect Pricing, and the Economics of Retailing Snv- 
inn 70 Мм. ded 736 (1984); Marvel, Evrhilve Dealing, 25 J. L. & Econ. | (1982). 

12 Ser Easterbrook, The Supreme Сент, 193) Term—Fornvord: The С he E. 
Syitem, 08 anv, L. Rev. 4, 5-7, 10.19 (1984). spes Pe ени 
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Still a third hypothesis is that Skiing was trying to raise its ri- 
val's costs by cutting off an efficient marketing strategy (the multi- 
mountain ticket) that was more valuable to Highlands than it was to 
Skiing. Skiing had three mountains even after bouncing Highlands 


from the package. If Skiing could raise Highland's marginal costs, - 


it could raise its own prices, The implications of this hy othesis 
are; higher prices for all skiing in Aspen, higher market share for 
Skiing, а lower number of skiiers at Skiing, a lower number of 
skiiers for Aspen as a whole, and а differential change in profits 
(Skiing's up, Highlands’ down). The first two implications (higher 
prices and higher market share for Skiing) were confirmed, accord- 
ing to the Court, The last three were not tested, We do not know 
whether Aspen lost ground to other resorts, whether Skiing got 
more customers or fewer, or how Skiing's profits changed in com- 
parison to Highlands. (We know that Highlands' dropped, but if 
times were bad all over, Skiing's profits would have dropped too.) 
Тће hypothesis remains to be proved. 

Notice that the "efficiency" hypothesis shares some of the pre- 
dictions of the "raising rivals’ costs" hypothesis. If Highlands was 
stealing customers Skiing had attracted to Aspen, that would de- 
press prices for all four mountains and raise Highlands’ profits. А 
correction of Highlands' free riding would reduce Highlands’ sales, 
profits, and market share, and raise average prices, But it also 
would allow Skiing profitably to attract more tourists to Aspen and 
take better care of them, so that the number of skiiers at Skiing's 
three mountains, and the total business of the resort, would rise. 
Only the direction of this change in output distinguishes the hy- 


potheses. Yet the parties never determined what happened to ош. 


put in Aspen. 

Until the Court sends judges and juries off to test hypotheses 
and answer questions such as these, it cannot bring rationality to 
antitrust litigation, Jurors have no interior compasses that help 
them determine which business practices are efficient, Neither do 
judges, lawyers, economists, or business executives, To set the jury 
adrift on uncharted seas—and then to defer to whatever it does—is 
to introduce considerable risk into all business decisions, And for 
no good purpose. 

. Elaborate econometric measures of output may help answer 
the essential questions, but often they are indeterminate, In а case 
such as Aspen, a quick and dirty answer would have prevented the 
need for complex inquiry. Aspen is not a market, so who cares what 
Skiing did? It could not monopolize peripatetic skiiers with the 
world only a jet ride away. It is just as well to avoid econometric 
answers when we can. They arc expensive as well as potentially 
indeterminate. Often the only way to tell what is efficient is to look 


оно NOTRE DAME LAW REVIEW (Vol. : 
ut what survives in competition, Then we inve 
plain the survival.! A мон test БҮЗ СТЕ 
uscful in antitrust litigation, yet anything else із neither easy nor 
accurate. To assign burdens in a world with costly information— 
that is, in our world—is to conclude the inquiry in too many cases, 
So the sin of Aspen is putting on defendants a burden they 
often cannot carry. In other parts of the law, the Court requires the 
defendant to produce an explanation and then requires the plaintiff 
to show the explanation wrong.!° Why should things be otherwise 
in antitrust? Too many practices are too mysterious for too long 
Even if 99% of businesses can explain what they do (and convince 
jurors of the explanation), there is a selection bias. Plaintiffs will 
sue the other 1%. The result will be riddled with error. What we 
need is a sct of intelligent presumptions, not a stab at the ultimate 
question of efficiency. But I have made that argument before, 


18 С. 5иома, B0: wini 

as. is i npo note 7, at 72-80; Williamson, Anening Contract, | J. L. Есон. & 
19 Texas Dep't of Community Alfalrs м, Durdine 

Civil Rights Act of 1200. — iine, 459 0,5, 248 (108) (Tide VIT Of the 
20 Easterbrook, TAr Limits of Аашти, mpra note 10. 
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High Court Says Price Ceilings d 


And Some ‘Fixing’ Are Allowed. 
МҸ C Ikr "By LINDA GREENHOUSE ^ ~ ` zi 
keep dealers from selling them “for. 
` more than the amount listed on the. 
Sticker. Computer manufacturers . 
might be able to prevent retailers 


| WASHINGTON; Nov. 4 —In one of 
its, most important antitrust. deci- 
sions in years, the; Supreme Court 
ruled unanimously today that a man- 
ufacturer or supplier does not neces- 
sarily violate Federal antitrust law 
by placing a ceiling on the retail 
| рпсе а dealer can charge IDE its 
products. ` 

The ruling overturned à ich ate. 
puted 29-year-old precedent that re- 
garded limits on retail markups as 
illegal price-fixing, a violation of the 
Sherman Antitrust Act. 
. No manufacturers announced any 
immediate’ plans to test the ruling, 
and it is unclear how soon the change 
might be felt by consumers because 
the legality of markup limits will 
now be determined case by case. 
Some consumer advocates said the 
Court simply shifted some power 
away from retailers in a decision 
that could result in diminished com- 
petition. But the Court’s action was 
widely welcomed by manufacturers, 
who said it could eventually lead to 
lower consumer prices. 

Under the ruling, for example, 
auto makers, freed to limit markups 
on popular models, might be аре to 


N; 
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from charging exorbitant prices on 
hot-selling machines. 

“We see this as pro-consumer; 
this will help to insure that the һепе- 
fits of a manufacturer's pricing will 
be passed on to consumers," said 
Max Gates, a spokesman for the 
American Automobile Manufactur- 
ers Association in Washington. -. 

Writing for the Court, Justice San- 
dra Day O'Connor said that there 
was “insufficient economic justifica: 
tion" for prohibiting the practice, 
which is known as resale price main: 
tenance. 

A manufacturer's inability to limit 


markups, she wrote, can actually 


harm consumers by leading to high- 
er prices and to monopoly behavior 
by dealers who serve exclusive terti- 
tories. 

Justice O'Connor also noted that it 
remained illegal for manufacturers 
to impose minimum prices on deal- 
ers — a version of price-fixing that is 
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still automatically prohibited. 

The decision grew out of a lawsuit 
by a gasoline dealer against his sup- 
plier, which had sought to limit 
prices by requiring the dealer to 
rebate to the supplier any excess 
over the allowed markup of 3.25 
cents a gallon. 

Reflecting the stakes involved, an 
unusually high number of briefs 
were filed on both sides of the case, 
State Oil Company v. Khan, No. 96- 
871. Organizations including .the 


| American Automobile Manufactur- 


NTC 


ers Association, the National Associ : 
atión of Manüfacturers and thé Busi- 
ness Roundtable, representing the 


chief executives of 200 large corpora- 


' tions, all urged the Court to overturn 


the 1968 precedent. — . 

The Justice Department and the 
Federal Trade Commission also 
urged the Court to overturn the 1968 
ruling, Albrecht v. Herald Company. 
Jael 1. Klein, the Assistant Attorney 
General for antitrust, told the Court 
that the ruling had done “considera- 
bly more harm than good." Ceilings 
on prices are "likely to be pro-com- 
petitive," Mr. Klein said during the 
argument, which took place Oct. 7. 

For the Court to issue a decision of 
this significance less than a month 
after the argument indicates the Jus- 
tices’ confidence in repudiating а 
categorical approach to antitrust 
law, which had already been deeply 
eroded in other contexts. For exam- 
ple, in 1977 the Court overturned 
another important antitrust prece- 
dent and ruled that a manufacturer's 
use of exclusive dealer territories 
did not automatically violate the 
Sherman Act. 

In contrast to the prior rule, which 
made all markup limits illegal, to- 
day's ruling means such limits will 
be evaluated by the Federal courts 
under what is known as the rule of 
reason, which requires a case-by- 
case examination of the economic 
and competitive impact. 

In other words, the decision today 
does not automatically validate all 
markup limits. The permissible 


boundaries will be defined gradually 
as the Federal courts decide cases 
brought by disgruntled retailers. 

The American Petroleum Insti- 
tute, the trade group "epresenting 
the oil industry, noted in welcoming 
the ruling that the decision did not 
mean markup limits were necessar- 
Пу lawful. But the group said the 
ruling “does give the suppliers addi- 
tional leeway in assuring that their 
products are marketed in a competi- 
tive manner.” 

On the retailers' side, organiza- 
tions of automobile and gasoline 
dealers as well as the attorneys gen- 
eral of 33 states filed briefs urging 
the Court to hold the line. The Service 
Station Dealers of America, repre- 
senting gasoline retailers in 14 
states, told the Court that abandon- 
ing the absolute rule against setting 
maximum prices would give suppli- 
ers “coercive power over existing 
franchisees and dealers." 

The states’ coalition, led by New 
York and including Connecticut and 
New Jersey, told the Court that a 
retreat from its historical “‘condem- 
nation of all forms of price-fixing” 
would “launch buyers and sellers in 
all markets, now governed by clear 
rules of conduct, upon a sea of 
doubt." 

The Newspaper Association of 
America filed a brief, joined by The 


New York Times and other newspa- 
pers, that urged the Court to over- 
turn the 1968 precedent The brief 
said newspapers often found them- 
selves at odds with their distributors 
because each was motivated by a 
different incentive: the distributors 
wanted a maximum profit per copy, 
even if the result was fewer sales, 
while the newspapers typically want- 
ed to maintain or increase circula- 
tion, the basis for advertising rates. 

The 1968 decision itself grew out of 
an effort by a newspaper publisher to 
grant exclusive territories to inde- 
pendent carriers who would not ex- 
ceed the publisher's desired price. 

The tension between newspaper 
publishers and distributors is mir- 
rored in many other economic sec- 
tors where a retailer's desire for 
higher.profits may conflict’ with a 
manufacnuer's goal of greater vol- 
ume. | able to set markup limits, 
many пишишасгигегз have used oth- 
er tools то control their retailers' 
behavior, like consumer rebates and 
direct advertising, which makes it 
difficult for a retailer to exceed an 
advertised price. 

The decision today overturned а 
1996 ruling by the United States 
Court of Appeals for the Seventh 
Circuit, in Chicago. That court ruled 
reluctantly that a gasoline supplier’s 
effort to set maximum allowable re- 


s Suppliers Can Put Ceilings on Retail Prices 


tail prices was an antitrust violation. 
The appeals court said that while th 
Supreme Court's 1968 precedent wa 
“unsound when decided” and “incon- 
sistent with later decisions," lower 
courts had to follow the law until the 
Justices themselves overruled it. 
Some industry experts said the 
decision today would probably have 
little effect on products like gasoline. 
Most dealers set their prices based 


. Оп local competitive conditions, and 


if they set prices too high, ‘other 
stations tend to force them down. 

The ruling's impact on auto prices 
is also unclear. Although it could give 
auto makers additional leverage in 
preventing dealers from charging 
more than the list price, dealers his- 
torically have found ways to. maxi- 
mize their profits. Wen 

Some dealers are skilled at pre- 
venting manufactur” -rs from discov- 
ering big price me: ups. One meth- 
od, for example, is i>r a dealer to sell 
a popular car to a friend at list price 
and let the friend resell it immediate-- 
ly at a higher price to someone wait- 
ing for the car, with the dealer and 
friend splitting the difference. 

Even if auto makers try to make 
use of the Court's ruling, “Ше deal- 
ers will come up with a way to get 
around it," said George E. Hoffer, an 
economics professor at Virginia 
Commonwealth University who spe- 
cializes in auto dealership issues. 

Some consumer advocates тег 
decidedly pessimistic that the 
Court's ruling would result in lower 
prices. Rather, they said, it might 
just diminish a merchant's ability to 
determine prices. 

Edwin S. Rothschild, the energy 
policy director for Citizen Action, a 
Washington-based.consumer group, 


Said the Court was “reinventing the 


Middle Ages; that retailers are not 
free, that they are serfs.” 

“This is America,” Һе said. 
“You're supposed to be able to price 
goods to attract people or not attract 
people. That's supposed to determine 
whether you stay in business or not. 
Why should we give control to the 


` wholesalers?" . L. 
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virgin atlantic 7 


An open letter from Richard Branson. 


There's а lot of talk going on about the proposed alliance between American Airlines and British Airways. 
These airlines claim it will benefit the consumer. Don't be fooled, Just take a look at what the CEO of 
American Airlines, Robert Crandall, once had to say about lower prices in a phone Conversation to the 
boss of another (now defunct) US airline _ 


66 ROBERT CRANDALL: . Yes, I havea suggestion for you. Raise your goddamn 9 9 
fares twenty percent. [ll raise mine the next morning. 
HOWARD PUTNAM: Robert, we ... inte 
ROBERT CRANDALL: You'll make more money and I will too. 
HOWARD PUTNAM: We can't talk about pricing. 
ROBERT CRANDALL: Oh bull, Howard. We can talk about any goddamn 
thing we want to talk about. 


What's frightening is the fact that this was said by one of the parties now seeking immunity from US 
antitrust laws. In fact, the above transcript was used as evidence by the Department of Justice against 
American Airlines and Mr. Crandall in previous antitrust proceedings. 


Mr. Crandall's other partner in this alliance, British Airways, has also been outspoken on the subject of the 


6 6 ROBERT AYLING: I'm interested to see how the Justice Department 99 
deal with the application ... 
What Lufthansa and United want to do is reduce 
the level of competition by relaxing the antitrust law ... 
| The Justice Department is required to promote competition." 

If Mr. Ayling was so opposed to that alliance, why is British Airways now trying to do a much more wide 
ranging and anti-competitive deal with American Airlines? Overall, their deal will give them over 6096 
of the US - UK market. What are antitrust laws for, if not to protect against this kind of monopoly? One 
would think that the law would be enforced when market dominance becomes a threat. not relaxed. 


And where will this proposed alliance leave us? Truth is, the British Airways and American Airlines deal 
will result in monopolistic domination of North Atlantic routes. History has taught us that less competition 
means air fares go up and service levels go down. It spells bad news for the transatlantic air traveler. 
And bad news for free enterprise in general. 


Let's put a stop to this deal before the public is left with no choice at all. 


Sincerely, 


2А 


Richard Branson 
Chairman 


Тиштер taken Fresa published genetedimet нн Siete vx. Amenenn Аалаа, Inc. 1984. The faaam linum 
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Appeals Court Says U.S. Antitrust Laws 
Cover Actions Abroad by Foreign Firms 


By JOHN R. WILKE 
Staff Reporter of THE WaLL STREET JOURNAL 
Setting a sweeping precedent, a federal 
appeals court in Boston ruled that U.S. 
criminal antitrust laws apply to foreign 
companies, even if the conspiracy took 
place abroad. 
` The decision, upholding the indict- 


ment of Nippon Paper Industries Co. . 
` for an alleged conspiracy. to raise fax-pa- . 
- рег prices: in the U.S.; was hailed by. 


prosecutors: as-a green light to pursue 


. Similar cases against foreign companies. A 
: The -19% Nippon Paper indictment . 


had raised -the sensitive issue of ex- 


traterritorial application of U.S. law and . 


. drew heated criticism from Japan, which 
called it a. violation of international law 
and its sovereignty. The indictment was 
struck down last year by a federal judge 


who ruled that the Sherman Act, the key 
= сыл o mi ee MN 


U.S. antitrust statute, didn't apply to for- 
eign conduct. The appeals court reversed 
that decision and sent the case back to the 
lower court for further proceedings. г 
Гк lower court's decision had threat- 
ened\an aggressive U.S. effort to pursue 
foreign cartels that conspire to raise prices 
in the U.S.; more than 20 grand juries.are 
currently investigating- -cases . involving 
four continents, officials зау>На@ ttierap- 


‚реа. court's: decision =gone + thé ‘other 
Way, "executives: could ^ simply "a 


cruise outside the territorial jurisdiction of ` 


the U.S. to fix. and raise prices for-Ameri- _ 
can: consumers: without- fear of. prosecu- ue 


tion," said Сагу Spratling; deputy” assis’ 
tant attorney general.: y ТЕ xe илет 
"We live їп an age of international 
commerce, where decisions reached in one 
corner of the world сапгеуегђегаје around 
the globe,” wrote U. 5. Circuit Judge Bruce 
Selya. | 
Allowing the lower-court ruling to stand ' 
"would create perverse incentives for 
those who would use nefarious means to 
influence markets in the United Stafes, 
rewarding them for erecting as mány 
territorial firewalls as possible be 
cause and effect," Judge Selya wrote. „ 
Nippon Paper and other Japanese f 
paper makers were indicted by a grand 
jury in December 1995 as part of a joint 
U.S.-Canadian probe of price-fixing in ‘the 
industry. The companies were ed 
with conspiring with competitors in Ja п 
to fix prices for fax paper in the U.S. 
many of the other companies pleaded 
guilty and paid criminal fines, Nippon 
Paper challenged the prosecution on. 
basis that the alleged criminal acti d 
took place overseas. While earlier 
sions had suggested. that U.S. = 
laws could be used against foreign co 
nies in some civil cases, no such prece 
existed in a criminal case.’ am y 
“This case answers a "fundame tal 
question about the reach” of the Sherman 
Act, said Richard Donovan, an attorney 
with Kelley Drye & Warren in New York 
“The act.was passed in 1890, but: 
question had never been fully am answ 
all those years." ^^ “т 
Federal prosecutors promised to йер 
up international enforcement of U.S. anti- 
trust laws when U.S. consumers are hurt. 






"We need to be able to reach such ca dis ü 


no matter where the cartel activity 
place,” said Joel Klein, the Justice Derart- 
T s acting antitrust chief. .. , 

A lawyer for Nippon Paper said the 
company is considering petitioning „the 
Supreme Court to rule on the case. .; 
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"ише crete “Bris likely, to deny | 
ен ишш Века поене: "antt er 
“been pressure to get this lawsuit settled b} |. 
| year end, people | close-to the firmssayzz=p 
For: one:.thing, record: profit, levels, | 
| estimated at $12 billion before taxes across. | 
| all Wall Street firms, make à big settle 


| people close to the firms. Moreover, many 
of the firms named in the class action are . 


| and don't want the uncertainty of a jury 


| of this $1 billion, members of the class 


-after a hearing in which class members 


| next year or more, he estimated. 
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Continued From Page Ci ^ ^F 


Barney, Merrill Lynch and Bear Stearns - 

each declined to comment. | 
It is unclear whether all 31 of the firms 
that haven't settled individually will join 
the global class-action settlement. Some 
people close to the issue say one or two 
smaller firms were considering opting out 
of the deal..Smaller firms might find it 
more debilitating to pay multimillion-dol- 
ui settlements thay giant brokerages that 
cing record. profits this see | 


ment easier to absorb this year, say some 


involved in mergers or merger discussions 


trial hanging over their heads. | 
Before investors get their hands on ay 


must be notified, possibly through mail- 
ings in their account statements or over 
the Internet, that they may have a claim. 
The court must approve the settlement 


can object to the settlement if they wish. 
All that could take a year or more, some 
antitrust lawyers say. 

The good news for investors is that with 
a settlement this large, the lawyers’ fees 
may represent well under 10% of the total, 
Mr. Rasmussen estimated. How to distrib- 
ute the remaining funds to investors who 
can prove they have claims, and how much 
will go to each, will be worked out over the 


A global settlement has been under 
discussion since Sherwood Securities be- 
came the first firm to opt to settle the case 
in April, peopie familiar with the matter 
say. As five other firms settled individu- 


ally, it increased the pressure on the other | 
| firms to settle together or singly, since : 
under antitrust rules defendants who don’t 


.settle may face liabilities incurred bythose | 
who do, according to Mr. Rasmussen. . 


Last year, capping the first phase of its 


investigation, the SEC censured Nasdaq's | 


parent, the Nacional Association of Securi- 
ties Dealers, for allegedly failing to police 
the market. Among the SEC's findings: 
that Nasdaq dealers colluded to keep 











Nasdaq Dealers. Seek Settlement > 
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8 coils artificially- wide, . thús boosting 
their profit marrins. The SEC also con- 
cluded that deaic-s failed to honor their 
publicly quoted prices and deliberately 
delayed reporting trades until after: the 
end of the trading day. 

The SEC also ordered sweeping rule 
changes meant to prevent manipulation of 
spreads and to put small investors оп-а 
more equal footing with brokerage firms 
and institutions in getting: access: to- the. 
best:.available: prices...Firms have edi- 
plained е Ше. new rules have signifi= 





3 ОСЁ5.г ` реет Reged an Soh: ЕВА JER, 
· „=> Once. the rule- changes. "Weresput: nto- . 
effect, the SEC ішпей to. inv 


specific instances of allegedly illegal acts 
that came to light in thousands of hours of 
audiotapes the agency and the Justice 
Department had subpoenaed from: the 
firms. Many Nasdaq dealer firms had 
routinely taped traders’ phone conversa- 


tions to use аз а reference if a trade was ' 


disputed. 

Several PaineWebber .traders were 
heard on tape discussing the manipulation 
of prices of stocks traded on Nasdaq, 
| people familiar with the firm said. But 
PaineWebber officials declined to say 
whether any of six departing traders were 
among them. 

The firm said the longtime head of its 


ОТС desk, Richard Bruno, retired at the 


age of 51 but would remain a consultant. 
PaineWebber also said the six OTC traders 
were leaving the firm “to pursue other 
opportunities." They are Peter F. Comas, 
Robert D. Coppola, Gerard Kane, Joseph J. 
Palma, Arthur Кај and Joseph H. 
Raiola. 

Joseph Raiola declined to comment оп 
the reasons for his departure from Paine- 
Webber. None of the others could .be 


reached for comment. p 
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JUSTICE VS. MICROSOFT: 
WHAT'S THE BIG DEAL? 


There's а lot more at stake than Web browsers. Here's help in understanding the issues 


orporate paragon or rapacious 
monopolist? Microsoft Corp. has 
been called both. But there is no 
question that the Redmond, 
Wash., software maker is one of the 
most successful companies on the plan- 
et. Microsoft’s market capitalization of 
$168 billion is more than that of Gen- 
eral Motors, Chrysler, and Ford Motor 
combined. Its Windows operating sys- 
tem runs on 90% of the world’s per- 
sonal computers, and its Office suite 
currently commands just slightly less 
of the market for office productivity 
applications. 

As its power has grown, so have com- 





plaints from competitors, who charge 
that Microsoft plays unfairly and that 
its monopoly power in operating sys- 


tems stifles competition. These concerns | 


have spurred trustbusters to investigate 
the company, starting in 1991 with a 
Trade Commission probe. When FTC 
commissioners deadlocked, the case was 
taken wo by the Justice Dept. That re- 
sulted in a narrowly focused July, 1995, 
consent decree that restricted some of 
Microsoft's Windows licensing practices. 
On Oct. 22, Justice renewed the legal 
tug-of-war with a petition charging Mi- 
crosoft with violating that decree. What 


follows is a look at the ins and outs 


of a complex and far-reaching battle. 


What is the latest charge all about? 

It centers on Microsoft’s Internet Ex- 
plorer 4.0 Web browser. Microsoft rival 
Netscape Communications Corp. has 
complained that Microsoft forces PC 
makers that license its Windows oper- 
ating system to also install IE on every 
machine. An operating system is soft- 
ware that controls the basic functions of 
a computer; a browser sits on top of 
the operating system and lets people 
view World Wide Web sites and navi- 
gate the Web’s hyperlinks. 

Microsoft’s virtual monopoly in per- 
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can include S ps: 5 Navigator | 
browser as well, but that involves рау- 
ing an extra licensing fee. IE, on the 
other hand, is virtually free, since Mi- | 
сгозой considers it to be an extension | 
of Windows. i 






In its Oct. 20 petition, · 
what did Justice charge 
Microsoft with doing 





its ЕР the Justice Dept. 


charged that Microsoft is D ship IE along with Win- | 
improperly requiring PC 06S dows 95, but it argues 
makers to license an t IE 15 an extension 
akers to li d fe tha i l 
Windows 95 À неш Microsoft Separate produ: Por 
support, of the complaint ther, itis claiming that 
faults Microsoft for strong-arm the government was 


"abuse of monopoly pow- 
er'—leveraging its Win- 
dows dominance to gain 
unfair advantage in an- 
other market, namely 
the market for Web 
browsers. 


browser, or 
What Is Justice's big- 79 
| А are the Feds 


product 
design? 


Ind its з. E Jus- 
tice argues that Internet 
browser technology developed by Mi- 
crosofts competitors “may be an im- 
portant element in the reintroduction | 
of competition to the PC operating-sys- 


tem market." The government points 
out that Web browsers can serve as a 
new "platform" for which applications 
can be written. Justice contends that 
by forcing computer makers to distrib- 
ute its browser, Microsoft is trying to 





from diminishing. 


152 BUSINESS WEEK / DECEMB: R 1, 1997 


PC makers 
into taking its 


meddling in 


What evidence does Justice have that 


| Microsoft is coercing PC makers? 


The government released depositions 


s | and correspondence from several promi- | 


nent PC makers, including IBM and Com- 
paq Computer Corp., reporting that 


| they had been reminded by Microsoft 


that their license for Windows. 95 re- 
quires them to install re. Compaq, for 


instance, revealed that | 


in 1996, after it re- 
moved IE from 
Uu. some models and 
Е; replaced {+ with 
= Navigato: Mi- 
erosoft thr: мепед 
to termina: its 
Windows license. 
Compaq backed down. 


What is Microsoft's re- 
sponse to ВЕ, Justice 
complaint? . 

Microsoft m— not 
deny that it requires 
computer makers to 


wel aware of its plans 
to create a Web brows- 
er and ship it with Win- 
dows 95 and did not ob- 
ject at the time of | 
consent: 








Рт. 2 
decree. The 
Беч the b | 


wipers and а car, Microsoft argues. 
Wipers can be sold separately, but 
they're an integral part of a new car 
when you drive it off the lot. 

Whether or not that analogy holds is 
open for debate. But most analysts and 
experts say IE 40 in its current form is 
а distinct product—separately branded, 
marketed, and sold at retail Although | 
Microsoft has begun bundling IE 4.0 
with the Windows 95 program it licens- 

es to PC makers, Justice argues that it 
is physically possible to separate the 
two. Without re, Windows still runs. 


Where do legal experts come down in 
the debate? 
The rove that Ма LM call Justice 







| germ easier P task eg. crai an 


antitrust case. But the wording of the 


` consent а agreement could prove tricky. 
| The provision in question forbids Mi- | 
| crosoft from tying the licensing of опе | 


product, such as Windows, to the li- 
censing of another, say, a browser. How- 
ever, the decree also states "this provi- 
sion in and of itself shall not be 
construed to prohibit Microsoft from de- 
veloping integrated products." | 
Microsoft i rets that as a license 
to build features such as Web browsing 


| into its operating systems. That's what 


it intends to do with Windows 98, a 
new version of Windows due next 
spring. Justice may be able to win a 
ease that says that IE 4.0 is a separate 
product from Windows 95, but it could | 
be a short-lived victory once Microsoft 


ly | integrates browsing capabilities into the 


operating system next year. “The law 


r | largely has favored defendants toward | 


sr- | broad freedom to make product design 


= “Microsoft main- 
tains, is an improper at- 
tempt to meddle in soft- 
ware product design—a 
move that it contends 
could stifle innovation in 
the computer industry. 
Justice was expected to respond on 
Nov. 20. | 


So is Internet Explorer а separate 
product or part of Windows? 

Microsoft argues that browser func- 
tions are a natural extension of an op- 
erating system—the way printing or 
graphieal user interfaces are. It argues 


| that just because IE сап be sold or in- 


stalled separately doesn't mean it isn't 
integrated. It's comparable to windshield 





prod- 


he government's | 








choices," says William E. Kovacic, a pro- 


| fessor at George Mason University 


School of Law. 

Microsoft also has released documents 
that indicate the Justice Dept. knew 
during the consent decree negotiations 


| that the software maker intended to in- 


tegrate browser features into the op- 
erating system. Even if Justice has a 
strong antitrust case, this kind of proof 
could torpedo the contract issue that is 
part of the current cause of action. 


What's the impact of the case on Mi- 
crosoft and the эор лане industry? 





could take ры aie to get under 
way. Justice has asked for a $1 million- 
per-day fine against Microsoft if the 





Tubes 










court finds that it has violated the con- 
sent decree. That's small change for Mi- 
crosoft, but the company says it will 
quickly comply with a court order if it 
loses rather than pony,up fines. 

That would clearly be a plus for 
Netscape, but if the case drags on, that 
buys time for Microsoft to build browser 


market share. It also buys time for Mi- | 


crosoft to ready Windows 98, which it 
says will thoroughly integrate Web 
browsing. 


15 Windows 98 affected by the gov- 
ernment's petition? 

The complaint doesn't address Win- 
dows 98 directly, and Justice officials 
‘say theyre withholding judgement on 


"whether Windows 98° will violate the | 


consent decree. Justice insiders say any 
‘action against Windows.98 will depend 
on how tightly interwoven the products 
are. ^Windows.98 presents different 


questions," says. one Justice official. “If 


they redesign into a single product that 
is generally integrated, we wont pro- 
hibit it. But if they take Windows 95 


and IE 4.0 and do nothing but relabel it, |: 


that's a different case." | 
So is this all a tempest in а teapot? 
Not necessarily The Justice Dept. 
has signaled that the petition may just 
be the beginning of а broader crack- 
down on Microsoft. It is investigating 
Microsoft's investments in Apple Com- 
puter Inc. and the software maker's eq- 
uity stakes in several small companies 
that make Internet video technology. 


Why all the fuss about a product that 
is virtually given away for free?  . 

True, Web browsers bring in little 
direct revenue for their developers. 
The basic Netscape Navigator sells for 
$39, and the company licenses it to PC 
makers for just a few dollars a сору. 
Microsoft gives its browser away for 
free. But that belies a much more sig- 
nificant value. 


Tm 









| age could be tarnished | precedent for how soft- 
just when it is trying to browsers пау аге is developed in the 
broaden its appeal to future and set the tone 
consumers through Web- | d th for competition and in- 
TV, consumer software, а 50 0 е novation in the vast 
and Web services. It's emerging Net market. 
aes end to pe T agen Same for Net ү, а sige balancing 
D er by the com- act: Over the pas 
uter industry and quite years, PC operating Sys- 
another when you're commerce— tems have advanced 
marketing your products slowly—at least com- 
on cornflakes boxes—as 4 vast pared to the lightning | 
.| Microsoft does now. pare m by 
Ж. etscape. The innova- 
Will Microsoft destroy emerging боп in the Internet soft- 
е | Netscape if the govem- ` ware market сап be 
f an- | ment does not intervene? market ‘credited to the free- 


| also act as a calling card to corpora- 

tions that may be more willing to then 
buy the company's powerful (and lucra- 
tive) server software. 






Information Processing 





cism is getting loud- 


+ highly popular browser 


ntent. | won critical raves—in part because it 


is designed to work closely with Win- 
dows 95. Another advantage: It's free. 


ag | So Microsoft is likely to continue gaini 
о | market share. ы 


Netseape is trying to move away 


а lot | from a reliance on browsers to selling 


Is Microsoft in for a fall? 
The company has been under gov- 


ernment scrutiny since 1991 but so far 


has escaped with just a slap on the 
wrist. And, in spite of 
the consent decree, 
Microsoft's com- 
petitive position 
has becorne even 


er And a win in this ` ` 
сазе could embolden Jus- = 
tice to bring a wider an- ZS == 
titrust action. UA 
Microsoft is in no im- 
mediate danger of losing 
the $8 billion in sales it 
makes from PC software. 


| But the Net represents а 


huge new market. If Mi- 
crosoft is hampered by 
the feds, its growth 
could be slowed. If noth- 
ing else, Microsoft's im- 


Netscape has been 
able to hang on to 60% 
to 70% of the browser market. But Mi- 


`сгозой expects to reach 50% soon. It 
| has already made impressive inroads: 
According to one recent study by. 


Dataquest Inc., Microsoft's IE has cap- 
tured nearly 4096 of the browser mar- 


Whoever sets - 
the standard 
for Web 


| More server software for running Web 


Sites and online stores. Still it makes 
the bulk of its revenues from brows- 
ers—38% in the quarter ended Sept. 
30, vs. 33.5% for server software. In 


sales to corporate customers, the two 


products usually go hand 

in hand, so it's critical 
‚ for Netscape to maintain о 
a prominent share in 
browsers. The remaining 
728.5% of Netscape's rev- 
enues comes from ser- 
. Vices—mainly selling 
Space on its Web site to 
1 ` advertisers and search- 
1- engine companies. That 
; business, too, depends on 
a strong browser. So if 
Microsoft continues to 
encroach on Netscape’s 
browser business, the 
outlook is not good. - 


Ultimately, what’s at 
Stake here? 

This case could have 
far-reaching reverbera- 
tions beyond the brows- 
er wars. It could set a 


` wheeling, competitive at- 

mosphere. If any single 

company dominates the Net, than inno- 
vation could be dampened. But if the 
prospect of Microsoft dictating the 
course of software development on the 
Net is seary, the prospect of software 
design decisions made in Washington 


play an imports üng stan- | ket, up from 20% at the end of last | is even worse. 

$ ей nt Ё а | year, while Netscape's share has fallen By Steve Hamm in San Mateo, 
ny 1 е lomi- | to 57%, from 73% late last year. Mi- | Calif., with Susan Garland in Wash- 

na rowser, it could dictate the E erosott’s IE 4.0, introduced this fall, has ington, FL G 
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Economic Viewpoint 


BY GARY S. BECKER. 


THE FEDS SHOULD LET MICROSOFT 





BE MICROSOFT 


| BUZZ OFF: 


What stifles 
competition in 
the mercurial 
computer 
industry? The 
government 
simply doesn’t 
know, and the 
market itself 
can do the 
enforcement 


Gary S. Becker, the 1992 Nobel 
laureate, teaches at the University 
of Chicago and is a Fellow of the 
Hoover Institution 





he Justice Dept, backed by Attorney 
General Janet Reno, is seeking record 
fines of $1 million а day against Micro- 
soft Corp. unless it stops alleged anticompet- 





itive practices involving the tie-in of its In - 


ternet browser with Windows 95. I believe 
that these kinds of government attacks on 
the leading software company will harm the 


performance of an industry with the most | 
sustained and rapid дат advance in | 
modern times. -~ 


Only lawyers schooled’ in arcane language 
ean figure out if Microsoft violates a 1995 
antitrust “consent decree” when it threatens to 
revoke licenses for Windows 95 unless manu- 
facturers install Microsoft’s Internet browser. 
However, this interpretation of the decree 
clearly is no boost to industry progress. 

This tying-together of Windows and Micro- 
soft’s browser may give the company a tem- 
porary edge in the browser market against 
Netscape Communications Corp. But history 
shows that such advantages are usually of 
little consequence for the development of the 


industry. Apple Computer Inc., an early | 


leader in personal computers with its easy-to- 
use icons, stumbled badly in the 1980s. It 
soon became a minor player. | 
POOR GUIDE. The same fate сап await Micro- 
soft, especially if, as many leaders of the in- 
dustry believe, most computers mainly be- 
come machines for communicating with other 
computers through the Internet and other 
networks. Microsoft might then be at a com- 
petitive disadvantage as it adds bells and 
whistles to an operating system that becomes 
too expensive. 

It is difficult to tell what is a product tie-in 


within the software industry because products | 
merge almost seamlessly. Windows already | 


incorporates many applications in its operating 
system, such as graphical user interface and 
font types. With a slightly different time se- 
quence of innovations, Microsoft’s browser 
from the beginning could have been part of 
what was called Windows 95. 

The Justice Dept. apparently is basing its 
current case inst Microsoft on the con- 
cept of “network externalities.” This refers to 
an early standard, such as a computer oper- 
ating system, that greatly influences future 
standards because of the need to communicate 
among compatible machines. Network effects 
are obviously at times important, but alleged 
network inefficiencies are a poor guide to 





antitrust poliey because they are difficult to 
document. 

I am not advocating the abandonment of 
antitrust actions against fast-moving indus- 
tries, but rather the confinement of govern- 
ment cases to price-fixing agreements, the 
traditional bread and butter of antitrust. 


These agreements can usually be clearly doc- | 


umented. More important, they invariably are 
anticompetitive and harm consumers, whether 
in computers or in a slowly changing industry 
such as combat boots. 
SWIFT JUSTICE. Products.and operating sys- 
tems in the computer industry continue to 
change rapidly, driven by fierce competition 
and easy entry of new companies. Courts and 
bureaucrats move too slowly and lack the up- 
to-date knowledge required to determine 
whether particular systems or standards are 
pro- or anticompetitive. Competition more 
quickly and effectively will punish companies 
that try to impose on their customers costly 
and inefficient products or standards. 

IBM’s experience with tie-ins and its fall 
from the leading position in computers illus- 
trate the pitfalls. In the early days of this in- 
dustry, data were entered into large comput- 


ers through magnetic cards. IBM, which hada | 


huge share of the computer market, forced 


companies that bought its computers also to 


buy its punch cards. Justice alleged that this 
tie-in of cards and computers extended IBM's 
monopoly power over computers into the com- 
petitive card industry. 

Before long, cards were made obsolete 
through the development of electronic storage 
of data, and IBM's efforts to force the pur- 
chase of its cards was of no consequence. 
This tie-in case was the first in two decades of 


government antitrust attacks against IBM that | 


probably contributed to its sharp decline in 
importance as the computer industry changed 
drastically. Since IBM was arrogant and self- 
confident, antitrust suits against Big Blue 
were popular Bill Gates and Microsoft are 
also said to be arrogant and unrepentant, but 

attitudes and popularity are no basis 
for publie policy. 

The reaction that began in the Justice 
Dept. in 1980 against problematie antitrust 
interventions should continue. The govern- 
ment should "cease and desist" from bringing 
dubiously grounded antitrust cases against 
innovative competitors, even when they are 
imperious and unpopular. 
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Information 
Industries 


"Browser War’ 
Limits Access 


To Web Sit Sites 


КОШУШ 


Nescopeddcomet совой Dudl | 


Curbs Internet Growth > 
21447: - 


By STEVE LOHR 


ККЕ 





==. 


А browsing program is ке to be å- 
kind of universal viewer, a technological 
passport to see all that the World Wide Web 
has to offer. It has been called the Inter- 
net's software equivalent of a dial tone. 

But as a casualty of the spirited competi- 
tion between Netscape Communications 
and Microsoft, a single browser is no long- 
er a window onto the entire Web, and many 
Internet experts predict the problem will 
worsen over the next year ог so. 

In a handful of cases, Web sites are | 
blacked out entirely to one browser. Try to 


tap into the Warner Brothers entertain-.. 


ment site, called Entertaindom, with Мег 
scape's Navigator browser and up pops: a 
page with the cheerful message: “Меј. 
come to Warner Bros. You're Almost 
There! You must first download Microsoft 
Internet Explorer 4.0." " 
The Microsoft Corporation's own on-line 

gaming site, called the Zone, is similarly. 
unavailable to those using the Netscape’ 


. Communications Corporation's browser. ` 


Ап apologetic message appears on the. 


А single browser is no 
longer a window onto 
the entire Web. 


screen saying that Microsoft is working to 
add access for Netscape users. "In the 
meantime," the message adds, '*we invite- 


' youto download Microsoft Internet Explor: oe 


er for free." Ет Бе 
Yet the more common кое: сап be 
thought of as а Web brownout with some: 


features of a site, perhaps 10 to 30 percent,~ 5 


not working properly with-a certain brows-_ 


er. “It will be an increasing problem for- 
Internet users over the next year ‘ог. I8-,-- 


months," said David M. Smith, an analyst. 


for the Gartner Group, a research firm. -. 


Brownout troubles are partly an ironit- 
byproduct of innovation. Seeking а compet- 
itive edge, Microsoft and Netscape аге“ 


rapidly adding new capabilities. hart F: 


dling video, audio and data ой” their 
browsers. But as they push ahead, they 
take different technological paths. If a Web 
developer wants to take advantage of some 
cutting-edge feature, the site often must 
choose to tailor its software to work best 
with Netscape's Navigator or Microsoft's 
Explorer. 

To see all of the Web, some Internet 
experts advise users to load both browsers 
onto their PC's. If part of a site is not 
coming through with Navigator, try ЕХ- 
plorer, they say, and vice versa. 

Michael J. Miller, the editor in chief of 
PC Magazine, gave the magazine's million- 
plus subscribers precisely that advice гё- 
cently. In the magazine's Nov. 18 issue, 


after testing both browsers in its computer: : 


laboratory, Mr. Miller explained, “I often_ 


= - 


= 
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Continued on Page 13 = 


319 


320 


а A 
£75 


Microsoft-Netscape Duel Curbs Web's Growth. 


Cori: inued From First Business Pees 


wade BT 
runşjinto sites | ‘that ры Net- 
scape’ 5 latest features and don’t look 


right in the Microsoft browser. And < 


now: that Microsoft has more sup- 
porters, I’m more often running into 
sites.that look great in LE. but don't 
wark right in Navigator.” 

The extra. cost of having two 
browsers is miniscule. Microsoft 
gives its browser away, while Net- 
scape allows people to use its brows- 
er-without charge for a trial period. 
Analysts estimate that only 20 per- 
cent.of Navigator users pay for it. 

Yet having to load two browsers 
onto-a PC is inconvenient, inefficient 
and,consumes space on a machine's 
hard disk that could be used for other 
programs. Besides, very few sites 
clearly inform users that they аге 
best viewed in one browser or an- 
other. So Internet surfers are re- 
duced to trial and error, switching 
from one browser to another if there 
are-problems. “Using two browsers 
is an answer, but that is a lousy 
answer," Mr. Miller said. 

The good news, Mr. Miller and 
others contend, is that the brownout 
problem does not exist on the vast 
majority of today's more than one 
milion Web sites. But some Web 
developers say that is true mainly 


because most Web sites do not try to 


do-anything very innovative. And, 


"they:^add, the Microsoft-Netscape 


split is slowing the pace at which the 
Wetr is becoming a richer, more in- 
teractive entertainment medium for 


Two aee is an 
answer, but that i isa 


lousy answer.’ 


the mass market. 

The slowdown results because 
Web developers delay adding cut- 
ting-edge technology to their sites 
until Microsoft and Netscape agree 
to make their browser technology 
compatible, under pressure from us- 
ers and the World Wide Web Consor- 
tium, the industry's standards-set- 


ting organization. "Both companies 


are taking their own paths and only 
being compatible where necessary," 
said Patrick Naughton, chief technol- 
ogy officer of the Starwave Corpora- 
tion in Bellevue, Wash. “It's not good 
for consumers." 

Starwave is the new-media compa- 
ny that serves as the technological 
engine behind some of the Internet's 
popular Web sites, like ESPN Sports- 
zone. And the Microsoft-Netscape 
split on browser technology Мг. 
Naughton says, tends to freeze the 
flow of new features into those sites 
because Starwave does not want to 
c ecriminate against the users of one 
browser or another. 

Where Microsoft and Netscape di- 
verge is on seemingly arcane pro- 
gramming protocols like enhance- 
ments to the Web’s basic hypertext 
markup language (HTML), which 
controls the way information is or- 


am 


ganized and displayed, or the differ- 


ing technical ground rules for han- | 
` dling Java, the Internet program- 


ming language created by Sun Mi- 


. crosystems Inc. 


Yet the impact can force а 


ers of mainstream consumer sites 


like Starwave's to stick to the codi- 
fied standards that are a year or 
more old — a long time given the 
speed of innovation on the Internet. 


The Microsoft-Netscape divide has | 
been compared to the VHS-Beta split | 
in videocassette recorder technol- | 


ogy, but industry executives insist |. 


that the analogy is flawed. The two 
big browser marketers, they add, do 
not seem to be pursuing technology 
paths that permanently diverge. In 
the Internet business, today's home- 
grown feature becomes tomorrow's 
old-hat standard. 

"There are problems with these 
proprietary features, but the Inter- 
net keeps coalescing around a grow- 
ing body of common standards at its 
core," said Sally Khudairi, a spokes- 
woman for the World Wide Web Con- 
sortium. “We're working on it, and 
the companies, including Microsoft 
and Netscape, are making good-faith 
efforts to solve these problems as 
well.” 

Not good intentions, but the struc- 
ture and heritage of the Internet may 
insure that industry-standard tech- 
nology rules, some analysts predict. 

"Its just anti-Internet if people 
cannot view anything, anywhere 
from any computer," said Jesse 
Berst, editorial director of Anchor 
Desk, a technology news service. 
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And for That, Old Antitrust Laws Apply 





By STEVE LOHR 


The fast-spreading field of infor- 


mation technology represents what ` 


its proponents call “the new есоп- 
omy," an increasingly affluent incu- 
bator of innovative products, busi- 
ness practices and work 
News habits. In the new econ- 
.. omy, its advocates in- 
Analysis sist, none o£ the old rules 
apply — and certainly 
not the old antitrust ground rules 
that date to the late 19th century and 
smoke-filled rail cars. 
| The Microsoft Corporation, the 
software powerhouse, is a leading 
| standard bearer of the new economy. 
So in its marathon dealings with 
Washington's antitrust authorities, 
the company has understandably 
taken the stance that it is engaged in 
a lengthy education program. 
Microsoft executives have often 
expressed the view — in tones that 
ranged from sincere to condescend- 
ing to belligerent — that the more 
Washington understands about the 
software industry, and its special 
| attributes, the more the Government 
will be persuaded to leave Microsoft 
alone so it can push ahead, unfet- 
tered, to continue producing great 
products, rich shareholders and sat- 
isfied customers. 
But in issuing a temporary order 
on Thursday that bars Microsoft 


from forcing computer makers to ! 





bundle its Internet software with its ` 








popan MEDIE operani pro- 
| | | inc | ate - +h at 





1 Jackson of United States 
District Court in Washington. 

‚ Judge Jackson's ruling is not an 
outright victory for the Government. 


His “preliminary injunction” 
against Microsoft is not a final deci- 
sion. He appointed as "special mas- 
ter" a Harvard Law School profes- 
sor, Lawrence Lessig, to study the 


| issues of "cybertechnology' associ- 


ated with the case and report back to 
the court by the end of May. 


Yet for the moment, the Justice | 


Department has achieved its goal of 
making it more difficult for Micro- 
soft to use its dominant Windows 
operating system — the program 





—_— H < == 


— — — = — + 


controlling the basic operations in 

more than 80 percent of world's PC's 

—to eye ne company a special edge 
£ et b mark: 





imeem a тй Assistant Attorney |. 


General in the Justice Department's 
antitrust division. 

Microsoft executives say they be- 
lieve the company will win in court, 
after the judge and special master 
review further evidence. “We re- 
main confident that continuing to in- 
novate and integrate technologies is 
good for the software industry and 
good for consumers," said William 
H. Neukom, senior vice president for 
law and corporate affairs. 

The current case is a narrow one. 
But Microsoft executives fear that if 
lost the case could open the door to 
what Microsoft sees as Government 
meddling in its technology decisions 
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Continued From Tues Al 





~ perhaps, they say, having to get an 
approving nod from Was:ungton be- 
fore including new features in future 
versions of its operating system. 


“The specter here is of a Federal. 


Bureau of Operating Systems," said 


Nathan Myhrvold, the chief technol- 
agy officer. 


Yet many industry executives are 
skeptical that Washington's antitrust 
scrutiny poses any threat to Micro- 
soft's ability to bring innovative new 
products to market. 

^'This isn't about innovation; it's 
about the limits of power," said Rich- 
ard Shaffer, principal of Technologic 
Partners, a research firm. “At some 
point, sheer market power reaches a 
threshold where it tends to be abu- 
sive. It is a political and public policy 
issue. It's happening in a new context 
now with Microsoft, but it has cer- 
tainly happened before with Stand- 
ard Oil, the Morgan bank and oth- 
ers." 

In the case before Judge Jackson 
in the Federal District Court in 
Washington, the Justice Department 
contends that Microsoft has been vio- 
lating a 1995 consent decree in which 
the software company agreed to 
make slight changes in the way it 
prices and sells its Windows operat- 
ing system to personal computer 
makers. 

.Ihe consent agreement was 
signed just as use of the Internet was 
beginning to soar, fueled by easy-to- 
use browsing programs for using the 
World Wide Web. The first major 
commercial browser was the Net- 
scape Communications Corpora- 
поп 5 Navigator. Netscape remains 


р асове, of the consent decree | 


In. its antitrust action, the Justice 
Department argue: that forcing PC 
makers to bundle internet Explorer 
on their machines if they wanted to 
have Windows was a violation of the 
1995 consent decree. Under the de- 
cree, Microsoft cannot “Не” a sepa- 


-THE NEW YORK TIMES, SA’ 


rate product to its Windows operat- `” 





Growing concerns 
over the 
concentration of 
market power. 





ing system, thereby giving it an un- 
fair advantage in new markets. 

The consent decree, however, does 
permit Microsoft to add new fea- 
tures to Windows as part of an “‘inte- 
grated" product. Microsoft's conten- 
tion is that Internet Explorer is an 
integrated feature of Windows with 
the two programs sharing some pro- 
gramming language, making each 
dependent-on the other to some de- 
gree. 

Yet Microsoft also markets Inter- 
net Explorer as a separate product 
in shrink-wrap boxes in retail stores 
with its own advertising campaign 
and its own product logo. For the 









“How this евра out remains to be 
Seen," said Carl Shapiro, professor 
at the University of California at 
Berkeley, who was formerly the 
chief economist in the Justice De- 
partment’s antitrust division. “Bur 


the ruling certainly shows that МЕ: 
crosoft cannot consider itself іт-: 


mune to antitrust law." 
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. Corporation had violated’a'1995 anti- 


| partment,. attorneys’; general: from 
some of the nation's most populous 
States. were, concluding a secret 
three-day meeting inm Chicago to as- 
sess their own strategy for.a possible 
antitrust action Apu Microsoft's 
marketing practices. . i: 
| Fhe meeting — coupled with. gov- 
ernment investigations urider way in 
Europe and Asia, a continuing pri- 
vate antitrust suit and the specter of 
hearings in the United States Senate 


|. erful software company could ‘soon 
find that it has become a Gulliver 
enmeshed in Lilliputian legal entan- 
glements around the globe. | 

“Microsoft is going to find that it is 
looking at a shotgun with multiple 
barrels," said Gary Reback, a law- 
yer with the firm of. Wilson, Sonsini, 
Goodrich & Rasati in Palo Alto, 
Calif., which represents a number of 
Microsoft's competitors. 

Nine states have subpoenaed infor- 
mation from Wilson, Sonsini; Mr. Re- : 





back said. the states that 


n баў, шс lastre Esa, were Florida, Hr. 
ЕЕ атй foe the: ‘Microsoft š 


` trust agreement:with the Justice Der- 


оп a multistate antitrust effort. 


| —suggest that the world's most pow- ` 








lems s Grow. 


7 
г" "acm 





пита = 





nois, Minnésota and New York ` 
Microsoft officials did not renim 
telephone calls this week requesting _ - 
comment on investigations under | 
way by state governments. а 
Flush with the states' success іп 
mounting a coordinated attack on the 
tobacco industry for expenses in- | 
curred in dealing with smoking-re- . | 
lated illnesses, а number of attor- | 
neys general аге now collaborating | 
While by all accounts the strat- | 
egies being discussed involve only | 
civil actions, the attorneys general i 
are remaining tight-lipped’ about: i 
| 

| 


‘which states are involved and which. 


of Microsoft's business practices 
they want to remedy. 

It is not known, for example, Ы 
whether any potential action would : 
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States in Antitrust Effort Against Microsoft 


Continued From Page Al . 


Seek deis damages, changes in 


business, practices, ог Some _ other 


| гешефе5. Nor, is it known whether : 


` | dents’ perenne i 
72 What is known, is that. Саона, 5 
uSetts and Ore- | 


Connecticut, Massach 
gon have each ‘opened independent 
investigations of Microsoft's busi- 
ness practices and that Texas is а|- 
ready suing the company over poli- 
cies arising from an inquiry in that 
state. In а suit filed in November, the 
Texas Attorney General, Dan Mo- 
rales, argued that his antitrust inves- 
tigation was being impeded by provi- 
sions of Microsoft's licensing agree- 
ments that require client companies 
to inform Microsoft before providing 
information to state or Federal in- 
vestigators. 

. That argument, however, parallels 
one that was rejected last week in 


the Federal Government's case 


against Microsoft Judge Thomas 
Penfield Jackson of United States 
District Court in Washington ruled 
that there was no evidence that the 
nondisclosure language in Micro- 
soft's contracts had dissuaded mak- 
ers of hardware or software from 


| cooperating with investigators. 


The states are still devising a со- 
ordinated legal strategy, several 
people familiar with last week's 
meeting .said. 

“New York is spearheading the 


. effort,” said Lloyd .Constantine, the 
former chief of antitrust.in the New _ 


York State Attorney General's of- 
fice. “There is some discussion right 
now about whether New. York or 


| other states will seek to intervene in 


the Federal Government’s pending 

action." 
Last week's meeting in Chicago 

was convened by the Illinois State 


' Sherman Antitrust Act, he said. How- 
ever, several of the largest states, 
‘including California and New York, 
have laws that differ from Federal 





À computer software 
giant faces troubles 


at ћоте and abroad. 





laws in significant ways. For exam- 
ple, New York law does not have a 
provision covering the actions of a 
single company like Microsoft. 
Microsoft's legal woes next year 
may extend overseas. Last Wednes- 
day a representative from Ralph Na- 
der's public interest group met in 


- Brussels with legal authorities of the 


European Union, where the competi- 
tion and antitrust division of the Eu- 


ropean Commission is considering 


opening an investigation of Micro- 
soft's business practices. 


: “Right now they are monitoring 


complaints from specific compa- 


ogy, one of Mr. Nader's policy groups 
based in Washington. 





sila NE Beber 


"what he term 
nies," said James Love, director of : - 
the Consumer Project on Technol о 


Mr. Nader, an outspoken critic of 
the software giant, last month spon- 
sored a conference in Washington, 
titled “Арргаіѕіпа Microsoft and Its | 


„„ Global Stara: that. brought. | to- |, 








al Business Machines tc to make early | 
disclosures concerning the technical 
details ‘of’ its mainframe operating 
system software. This allowed Euro- |! 
pean computer makers to develop 
competitive products. 

Legal experts drew parallels be- 
tween LB.M.s domination of the | 
mainframe industry in the 1980’s and | 
Microsoft's position in personal com- 
puter operating systems today. | i 

Microsoft may also be facing legal 
challenges to its economic power in | 


^ Asia Lawyers for the Netscape Com- 


munications Corporation, Micro- | 
soft's competitor in the World Wide 
Web browser market, said this week | 
that the Ministry of International |, 
Trade and Industry in Japan and the || 
Government of South Korea had be- || 
gun separate investigations into- Mi- 
crosoit’s business practices. 

Closer to home, Microsoft is being 
sued in an antitrust action by Calde- 
ra, a maker of Internet software |: 
based in Provo, Utah. And in a No- 
vember hearing before the Senate 
Judiciary Committee, its chairman, 
Orrin G. Hatch, Republican of Utah, 
said he had not made any secret of | 
the fact that he had.serious concerns 
about Microsoft's efforts to exercise 
"monopoly power." | 

. A spokeswoman for'the Judiciary 
Committee Said today that further 
hearings were planned next year, but | 
that dates had not yet been set. 





А Few Clicks, 
. And Microsoft 
_ Has a Problem. x 
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54 MASE | 
МЕ than 180 secónds а: 
“a half-dozen clicks. p. cdm 
а ава it wak dver, thé amateur совы: 
ee puter experiment. J te "Thurs- 

^». "day by а Federal district judge had 

~ pretty much. demolished’ a central 
: defense of the Microsoft Corporation 
-.. jn its high-stakes antitrust battle 
° with the Government. . .... | 
Earlier in the week, Microsoft had 
insisted that removing its Internet 
Explorer browser from the latest 
` version of Windows, as the judge had 
ordered, crippled the operating sys- | 
tem. This came as a shock to thou- 
sands of computer users, ranging 
from experts to weekend warriors, 
who had removed Explorer, usually | 
so that they could install a competing : 
browser, the Netscape Communica- 
« 'tions Corporation’s Navigator. | 
Microsoft's assertion infuriated ` 
.the Justice Department, which 
promptly asked Judge Thomas Pen- | 
field Jackson of United States Dis- | 
. trict Court in Washington to hold the 
, company in contempt. Today Judge | 
Jackson announced that he was. 
scheduling а hearing on the con- 
tempt issue for Jan. 13. 
. Andthenhe announced that he had 
done a little amateur research on his 
own: He had booted up a new com- 
‚ * . ° puter loaded with the latest version 
`- of Windows 95. And then he had re- - 
: .moved the browser. 
=." 1, That was just what he had ordered | 
at "Microsoft to do last week so that 
x AES computer manufacturers that sell 
I D Е 4 
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After a Few Mouse Clicks, 
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i _ Continued From Page From Page Al. 


‘tachines with Windows already in- 
Stalled could choose to offer their 
products without Explorer. 

"The Justice Department has ar- 
Eued that divorcing the browser 
from the operating system was es- 


sential because the company was 


Trying to use its dominance in operat- 
ing systems to monopolize the mar- 


. Ket for Internet browsers. Browsers 
= „те; the programs that enable. com- ` 






er етот ‘navigate thé vast’ is and 


oss ‘Still. rapidly ‘expanding World- Wide 
` ^7 Web? the part of. the: Internet that 

| offers hyperlinked i text; graphics and 
e inultimedia productions: ое вт 


f Microsoft's defense has been, „рге- 
mised оп the assertion that the inclu- 


"Sion of its browser in its operating 


System is not a marketing issue but a 


аа, um 


. Xechnical issue, that the two pieces of : 


Software аге so tightly bound that | 


they cannot be separated. 


What complicates the matter is | 
that the two sides have very different : 


views of what constitutes “removal” 
of the browser. Judge Jackson's ex- 
periment and the Justice Depart- 


De premised on the assumption that 
compliance with the judge's. order 


Simply means getting rid of the Ех- 


Plorer icon on the Windows 95 desk- 


top so that Navigator or some other : 


та 


——————— t; 


 ment's contempt request appear to | 


- iw a= aa man 





Microsoft Has a Problem 


=, 


ч today, at what was expected to be 
# routine scheduling hearing, Judge 
Jackson recounted his experiment to 
Sürprised lawyers from. both sides 
and suggested that contrary to Mi- 
crosoft's arguments it was both easy 
ала inexpensive to remove Explorer 
from Windows without harming the 
computer's operation. 

„ Judge Jackson explained matter- 
‘af-tactly that he had obtained a new. 
personal computer with the latest | 
Windows 95 operating system and a . 
‘Recent version of Explorer — ће used 


a . version 3.02 instead'of the latest ver- 
sion,;4.01 — and had removed the 
^ Browser in about 90 seconds. He then 


installed itin another 90 seconds. ` 
3 both cases; be used.a utility pro- 
that-is part ot Windows 95 and 


—a— 


permits users to remove or add pro- 
grams safely. ` ` 

` When it was uninstalled, to all 
appearances Windows 95 worked ! 


fine," Judge Jackson said. “If the | 
process is that simple, I would like to : 


have it confirmed by the Govern- 


ment. If.it is not that simple, I'd like : : 


to have it refuted by Microsoft.” ` 
‚Не then asked the lawyers. from ' 


both sides to present one expert each * 
at the Jan. 13 hearing to address the : : 


issues raised by his demonstration. 


Neither Microsoft's lead lawyer in : 


the case, Richard J. Urowsky, nor 
any of the Government lawyers, 





commented on the judge's demon- | 


ap Microsoft has also stated that re- 


| 


га minor issue and that many applica- | 


“Microsoft said that the removal 
of Internet Explorer 3.0 would ren- 
der the operating system unboota- 
ble," said Michael Caton, technical 
director of PC Weeks Labs, which is | 
based in Medford, Mass. "Our tests | 
show that this is not the case." z || 


moving the DLL files associated with | 
Explorer prevents other companies' | 
programs from functioning correct- 

ly. However, Mr. Caton said this was. 


tions automatically installed needed 
DLL files. 

The Justice Department also an- 
nounced this week that it was ex- 
panding the scope of its antitrust 
case. On Wednesday, it sought a | 
court order forcing Microsoft to sub- | 





“mit new products to review by the | 


Government. Today, it announced ' 
that it had retained David Boies, a 
prominent New York lawyer, as а 1 
consultant. 

Mr. Boies, who earlier this year 
left the firm of Cravath, Swaine & i 
Moore to start his own firm, is а 
seasoned litigator who played a ma- 
jor role defending International 
Business Machines in the mammoth | 





o ڪڪ‎ D stration during today's hearing. antitrust action brought by the Gov- | 
че š . Later, Microsoft executives as- ernment in the 1970's. 
Some technical | serted that the experiment was not | But Mr. Boies cautioned that his 
> | | à. š meaningful because it did not re- | hiring did not necessarily indicate |, 
experts are disputing move all of Internet Explorer s pro- that the Justice Department was 
- n gram codes and DLL and other files preparing for a protracted . fight 
‘the software maker S ‘from the computer. The company ` against Microsoft. 


insists that total. removal was what 
the Justice Department demanded 
and what the judge ordered: 


| А я "Everyone in the press is focusing 
contentions, too. on my role in the I.B.M. case,” he ` 
a said. "In fact, I’ve gotten some 


browser can be installed and can run 
without interference. 


. Microsoft insists that it was or- | 
dered to remove the entire program | 
anc all of its attendant files, known | 
as dynamic link libraries, or DLL | 


liles. This is far more complicated 


because several programs often : 


share one or more DLL files. 


e To comply with the court order | 
this week, the company informed : 
egre manufacturers that they | 


ad three choices: a two-year-old 
Version of Windows; a current ver- 
5100, which Microsoft said had been 
crippled by the removal of Explorer, 
ог the full version with Explorer. 
1 Ihe Justice Department insisted 


this attempt at compliance was in- 


sincere at best. 


“АП the court's demonstration did 
was delete about 3 percent of the 
Internet Explorer code," said Mark 
Murray, a Microsoft spokesman. 


'"There's 97 percent ef the code still : 
on the machine. So it's hard to imag- | 


ine how that. complies with the ' 
judge’s order. What ће did was.dis- | 


able the icon and other mechanisms : 
that would enable a consumer to | 


readily access the Internet technol- 


ogy, so it's hard to see how that is in 


any way pro-consumer. Зи 
Earlier in the week, а number of 


a 


technical experts had been undertak- |: 
ing similar experiments. Today, PC |. 
Week Labs, the technical review di- | 


vision of PC Week Magazine, report- 
ed that its technicians had been able 
to remove Internet Explorer 3.0 sim- 
ply and without any ill effects. 


things resolved pretty quickly, too." 


PPMT 203 VIEWGRAPHS: CLASS 10 
PROTECTING COMPETITION THROUGH 
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U.S. Antitrust Merger Analysis 


The Standard 


Mergers are prohibited if their effect "may be substantially to lessen competition” 


Note this is an incremental standard. Will things get worse, not how bad are things. 


The Analysis Under the 1992 DOJ/FTC Horizontal Merger Guidelines 


used by the federal agencies to analyze mergers. Courts refer to 
urse, are not in any way bound by them. The guidelines do, 
idea of how an antitrust analysis of a merger is done. 


These guidelines are 
the guidelines but, of co 
however, provide a good 


e Product Market Definition 
e.g., all beverages, carbonated soft drinks (CSDs), or branded CSDs 


issue: what is the elasticity of substitution between “nearby” products? 


ontrolled all products in the proposed 


hypothetical question: would a monopolist who с 
2 If so, then that proposed product 


product market find it profitable to raise price 5% 
market is a product market for antitrust purposes. 


e Geographic Market Definition 
e.g., Metropolitan Philadelphia, the 0.5., or the world 


issue: what is the elasticity of substitution between regions for the product 
the product market definition? i 

hypothetical question: would a monopolist who controlled all products in the product 
market and in the proposed 
then that proposed geographic market is a geographic market for antitrust purposes. 


e Competitive Effects 


Concentration: 
of the squares of the individual 
geographic market defined above. 


e.g., five 20% market share &rms means a market with an HHI of 2000. 


class defined in 


geographic market find it profitable to raise price 576? If so, 


calculated with the Herfindahl-Hirshman Index (НЕП) which is the sum 
market shares of the participants in the product and 
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A The agencies view markets. with HHIs above 1800 as “highly concentrated,” ç 
| апа below 1000 as “unconcentrated.” | 


The agencies are also concerned with the change in concentration due to the 
merger. (e.g., if two of the five 20% market share firms merge, then the HHI 
goes up.800 to.2800.) Increases of more than 100 points for markets above 
1800 are viewed as “likely to create or enhance market power or facilitate its 
exercise" 


Competitive Effects ^Story" 
For concerns about increase likelihood of collusion (coordinated interaction): 
consider conditions that are conducive to reaching terms of agreement among 
the colluders (e.g. product homogeneity) and conditions that are conducive to 


detecting and punishing deviators from a collusive arrangement (e.g., prices and 
transactions are observable). 


There are also "unilateral" effects stories. The merged firms can profitably raise 
price even if other firms in the industry will not go along. 


e Entry 
“A merger is not likely to create or enhance market power or to facilitate its <. 
exercise, if entry into the market 15... easy. Entry that is "timely, likely, and 
suficient” can counteract the potential anticompetitive effects of a merger. 

e Other Relevant Considerations 


Efficiencies (must be merger specific) 


Failure and Exiting Assets (assets to be acquired would have exited the industry 
anyway) я 


Ке P Avoiding Problems with Antitrust Agencies: Mergers and Acquisitions 
The Problem 
e Large deals can get hung up by even a single product overlap 


e.g., Columbia Healthcare/ Hospital Corp. of America ($7.6 Billion) had to wait for 
antitrust concerns in a handful of markets to get cleared up before proceeding. 


ак 


Used as for negotiating leverage 
. Multiple challenges may occur (see “mergers of multmationals”) 
Prior approval of future acquisitions (changes burden of proof to favor merger 
challenge; e.g., Coke/Dr. Pepper, Aldus/Adobe) u 
Fixes and Foresight: Think ahead — how will the impact of antitrust remedies affect the value of your 
‘sition? 
° Actions to solve antitrust problems 


Divest obvious overlapping product lines beforehand (especially if they aren't 
important to the deal) or license. 


Assure independence of competitors to merging firms by stock sales or changing 
contractual relationships. 


Problem here, of course, is predicting what is а real problem versus a perceived - 
problem. | 


e Agency remedies: 


Enforcement agencies are often quite flexible and even creative in the types of remedies 


they will consider. 


Partial divestiture of assets (e.g., plants, brand names, Inventory) or stock holdings, 
strengthening or creating competitors through licensing, leasing, or providing know- 
how, restrictions on transmission of information between divisions of the same 
company (Chinese wall) 
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“Build Down” 


by Norman К. Au$ustine | 


Our government often develops conflicting 
policies, but the contradictions of our de- 
fense “build down" could have a serious 
effect on national security The chairman of 
Martin Marietta has found that shrinkin$ 
defense budgets are compelling defense con- 
tractors to consolidate for survival, a trend 
encouraged by the Pentagon. Yet this same 
consolidation is coming under fire from fed- 
eral antitrust forces. А shared $overnment 
policy is needed if we hope to maintain a 
smaller, yet efficient, defense structure. 





~ | 
As I observe the growing tide of federal laws and 


regulations affecting the defense industry, l am 
reminded ofthe famous hunting expedition of three 


‘federal regulators who went into the field one morn- 


ing loaded for rabbits. Spying their prey, one regu- 
lator fired a shot that passed exactly one foot in front 
of the speeding rabbit’s nose. The second launched 
а round that fell short of the rabbit’s tail by exactly 
| пе 2 foot The third regulator, with great satisfaction, 
his unfired gun into the air and shouted, "We 

got him!" 
It is my hope that working together, the defense 
industry, regulators, Congress, and the Department 


of Defense can get closer to the mark in resolving · 


the very serious challenges now facing the nation's 
defense industry in the field of antitrust. While the 
leadership of the Department of Defense has made 
it quite clear that it expects our industry to consoli- 
date, our existing antitrust laws seem to work toward 
exactly the opposite purpose. It is a fundamental 
truth that this is an industry in which there can be but 
а few survivors. 

The case of Olin-Alliant Techsystems shows how 
these goals can conflict. Here, the military decided 
that their market for 120mm tank ammunition would 
support orly one supplier. On the other hand, anti- 
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trust regulators focused narrowly on competition 
concerns, and the court agreed, killing the merger 
The number of transactions similar to Olin-Alliant 
is certain to increase m the future, yet we have not 
resolved some basic questions about such cases. 
Should we require that the two remaining players m 
а market compete until only one weakened survivor 
remains, and the assets of the loser, including its 
human and intellectual capital, are scattered? Or 
might there be some other way that better advances 
the goals of both national security and antitrust? 


The overall defense budget has been cut by32 
percent in real terms since the mid-1980s, 
and the health of the defense industry has 
deteriorated significantly. We have a respon- 
sibility to shrink our defense industrial base 


.to maintain efficiency. 


The end of the Cold War has proven to be, in the 
words of Charles Dickens, both the best of times and 
the worst of times. It is the best of times m that 
seldom before has there been greater promise for the 
betterment of humanity. It is the worst of times in 
that it offers rogue nations unparalleled opportuni- 
ties for military mischief Americans once again 


have the opportunity to disregard the lessons of. . 


history and make the grave error of unilaterally 
undermining our nation’s military capability. We 
have done this m the past, leaving it to future 
generations to pay the price both m dollars and m 


‘lives. 


Today, our nation searches for the proper balance 
Eisenhower once described this as “safety with 
= During his tenure in the White House— 





Nonis R. нева per Минг and chief esecaive ofc 
er of Martin Marietta Corporation. 
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a time of peace—the defense budget on average 
represented 59 percent of the federal budget and 
about 11 percent of GDP. Today, the defense budget 
comprises about 20 percent of the federal budget 
and four percent of СПР. 

The budgetary reductions to date have had a 
substantial Impact on the defense industry. The 
overall defense budget has been cut by some 32 
percent in real terms from its peak during the mid- 
1980s. Yetthe part ofthe defense budget that under- 
writes equipping our military forces and has formed 
the underpinnings of the defense industry has been 
reduced by 64 percent. This exactly follows the 


| ""two-to-one. rüle"—either up ог down—which І 


first observed some 20 years ago. According to a 
McKinsey study, by 1996, the procurement plus 
R&D budgets will have fallen by more than 40 
percent—my own estimate is that it will be clos: to 
50 percent—a dollar drop roughly equivalent to the 
1991 defense revenues of Northrop, McDonnell 
Douglas, General Dynamics, Lockheed, Grumman, 
Loral, Hughes, Raythepn, and United Technologies 
combined. 

As a result of these factors, the financial health of 


‘the defense industry has deteriorated significantly. 


Between 1985 and 1992, profits on defense business 
fell, m real terms, by 28 percent, while the assets 
required to earn those profits grew by 8 percent. 
During the same period, annual return on equity 
tumbled from 15 percent to 12 percent, and debt 
leverage increased from 28 percent to 35 
percent. Aerospace companies, a prominent ele- 
ment of the defense industry, today sell at a 58 
percent discount to the market average, based on 
price-to-earnings multiples. The combined market 
value of the five largest domestic aerospace/defense 
companies is today less than that of the McDonald’s 
hamburger chain. 

Given these results, and in light of expected fur- 
ther cuts, those of us in leadership positions in the 
industry have a responsibility to shrink the size of 
the defense industrial base in order to maintain its 
efficiency. Further, I believe that government offi- 
cials have the responsibility to assure that whatever 
defense base is deemed appropriate to meet future 
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national needs is in fact retained. 

For those of us seeking to down-size our industry, 
the most obvious solution—diversification into com- 
mercial sectors—has limited potential. The indus- 
try’s record at diversifying into commercial product 
lines far afield from defenss is best characterized as 
unblemished by: success. A McKinsey study con- 
ducted for General Dynamics shows that, when 
diversifying through acquisitions in non-defense 
industries, such transactions are economic failures 
80 percent of the time. Many would claim that to be 
an optimistic assessment. 

I therefore conclude thatconsolidation isthebest— 


and only realistic—hope for the vast bulk of the 


defense industry. We must reduce the number of 
participants m the industry, so that those remaining 
are financially strong and efficient. They must pos- 
sess the resources, stability and critical mass re- 
quired to meet our nation's defense needs, serve our 
shareholders and provide jobs for our employees as 
we enter this time of “new world disorder.” 


The current defenseconsolidation is unprece- 
dented in its scale and rapidity. It is estimat-. 
ed that 75 to 80 percent of today’s top 100 
defense companies could be gone by the year . 
2000. This presents profound policy issues, - 
with high stakes for errors in judgment.- 


For consolidations in the defense industry to be 
effective, they must obey the “new arithmetic” of 
efficient restructuring: that is, when it comes to ` 
costs, one plus one must equal one-and-a-half when 
it comes to market opportunities, one plus one must 
equal three. The result can be a smaller industry of 
more efficient producers. 

The current defense consolidation is unprecedent- 
ed because ofits scale, its rapidity, the specialization 
of the firms involved, and its “political” roots—in 
other words, we are consolidating because "пете is a 
change in the perception of the threat that the U.S. 
faces, a perception which may or may.not be borne 
out over the long term but which is nonetheless very · 
real . 
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ANTITRUST AND THE DEFENSE “BUILD DOWN” | 


Defense Conversion: Where Is The Private Sector? 
Venture Capital Could And Should Fund Our Defense Build Down 


The cold war is over, butits end has brought anew chill — 
the demise of the huge military industry. While the 
government has a plan to convert the industry to the new 
world order, much of the initiative will fail because 
private capital is left out of the equation. The plan, the 
Technology Reinvestment Project, is designed to exploit 
the commercial potential of military technologies. For 
fiscal 1993, the program disbursed 5470 million to 
military contractors to develop commercial products. 

. The potential is large, for such technologies will touch 
everything fram cars to telecommunications. But look- 
ing only to the new program to fund these efforts is 
unwise: The program is subject to all the dangers of such 
governmental efforts—political influence, for example, 
and costly delays. One ofits biggest obstacles is too little 
money. In fiscal year 1993, military contractors submit- 
ted 2,844 grant proposals costing a total $85 billion— 
more than 18 times the money availabie. 

What is a better solution? Private capital In our 
society, such capital is supposed to finance—indeed, to 
seek out—such profit-making ventures. 

_. Why has the private sector not already done so? Where 
is the money that should be flocking to the promises of 
military conversion? : 

The answers can be found in the gap between the 
industry and the capital markets. 

The military industry is insulated. Its principal custom- 
er and source of financing has been the Defense Depart- 
ment. While it knows how to get money from the govern- 


The trend toward consolidation is thus likely to 


continue. In a widely publicized study, analysts at 
Booz Allen & Hamilton have estimated that 75 to 80 
percent of the current top 100 defense companies or 
divisions could be gone by the year 2000. This is 
generally consistent with the Department of De- 
fense's own projections of its needs. The 0.5.15 
likely, for example, to be left with only three or four 
producers of military aircraft, one builder of tanks, 


and one—or none—of submarines. 


Consolidation of a critical industry such as de- 
fense, of course, poses very profound policy issues, 
with high stakes for errors in judgment. Any action 
that could undermine so fundamental an American 


ment, the industry knows less about securing funds from 
the capital markets. Also, by government rule, the tech- 
nological language of defense is specialized and secret 
In contrast, Wall Street focuses on large, often intema- 
tional markets with many customers. Its touchstone is 
commercial value—not federal regulations and proce- 
dures. 
This gap prevents the private capital markets from 
underwriting military conversion. The two sides need a 
bridge. | š 
А private, for-profit investment company could serve 
that purpose. Staffed by people Жош both the military 


and nonmilitzry worlds, such a company would provide · 


start-up capital to ventures planning to commercialize 
defense technology. Е 

A few investment companies are already making those 
efforts, but much more is needed. Taking the lead, the 
government could invest $10 million of its conversion 
funds in the new investment company if the company 
raises an additional $90 million. The government takes a 
similar approach in the mortgage and student-loan mar- | 
kets. | 

This plan will wean military contractors from govern- 
ment money, leverage government funds and turn the 
govemment from a grant-giver into an investor. Most 
importantly, the plan addresses the real task of military. 
conversion: narrowing the gap between the defense and 
nondefense sectors. i 


— Jon B. Kutler, 
Quarterdeck Investment Partners, Inc. 


premise as competition should not be taken lightly. 
If practiced to an excessive extent, one possible 


outcome could be a nationalized defense industry.* 


Historical evidence suggests that this would be 
highly undesirable for all concerned. Worse still 
would be an outcome which left America with a 
defense base unable to meet our nation's national 
security needs. | 

In light of the active consolidation—and concen- 
tration of suppliérs—in the U.S. defense market, the 
enforcement of our antitrust laws by the Federal 
Trade Commission and the Department of Justice 
would seem to have been fairly reasonable and 
thoughtfully considered. My concernisthat we may 
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be very competently pursuing laws and policies that 
are, at least for the defense industry, inappropriate. 

Since 1985, the two responsible agencies have 
reviewed dozens of mergers involving defense con- 
tractors and have formally challenged only six, 
including the Olm/Alliant Techsystems transaction. 
None of the larger transactions, including the Martin 
Marietta/General Electric transaction, were I" s 
by either the FTC or Justice. 


I believe that the defense consolidation that 
is now occurring will more and шоге:соше 


into conflict with traditional antitrust goals. 4 


Unfortunately these goals may be directly 
opposed to our national security objectives. 


Despite this relatively untroubled record, I believe 
that the consolidation that is now occurring will 


more and more come into conflict with antitrust. 


goals as they have been traditionally understood. 
Ihe indicatons are already there, and the time to 
deal with them 15 now. 

Our nation's basic antitrust policy has bees to 
encoüragemarketplace competition by ensuring the 
existence of numerous suppliers. Defense leaders in 
the Pentagon are today arguing—correctly, I be- 
Iieve—for а дејер > industry with far fewer, more 
solvent and more 
nately, our natione <curity objectives may there- 


fore be directly opposed to the goals which have 


underpinned our antitrust laws for decades. 

I believe that we need to reexamine of the basic 
role antitrust is to play їп the restructuring of our 
defense industry. Beyond being merely more “flex- 
ible” within existing laws, we must fundamentally 
re-think how antitrust fits into a broader national 
defense policy framework. 

From a business perspective, the current situation 
is like that facing a driver ona highway where all the 


standard speed limit signs have been replaced Љу 


signs bearing the admonition, “Drive Safely.” Pleas 
for guidance are met with assurances that the police 
have been given a great deal of flexibility to interpret 
the new law. 
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3cient participants. Unfortu- . 


In my own experience as a purchaser, both in 
government and in the private sector; I have found 
that I was far better served by the presence of a few 
strong suppliers than by a larger number of weak 


- ones. I bave learned that, where competitive forces 


are concerned, the law ofdiminishing returns sets in 
rapidly as the number of competitors is increased 
beyond two. ; 

The difficult realities of defense procurement Inay 
thus lead, at times, to “rational anomalies.” The 


Defense Department may rationally decide to pro- 


cure optional hardware or pay “more than it has to" 
in a given purchase. The goal may be to encourage 


- enhanced product quality, support contractor invest- 


ment in future product development, encourage 


· bidding on future contracts or ensure the survival of 


a vital manufacturing resource. _ 

Such policies reflect the fact that our government 
sometimes places a greater value on defense con- 
tractors' continued viability and stability than it 


does that ofother industries The reality is that, when ` 


it comes to budget process, we already balance our 
competition policies in the defense industry with 


other concerns. It only seems appropriate that we_ 


should pursue a similar and compatible balancing in 


О 


our other policies, such as antitrust. e И | 


Given the scale, importance, and complexity of 
the issues involved, I believe we need to fundamen- 
tally change the way antitrust laws are applied to the 
defense industry. Regulators have been remarkably 
restrained in applying current laws to the consolida- 
tion now taking place, but the situation is far from 


ideal. “Flexibility” is no substitute for intelligently ' 


articulated policies. 

Merger plans today are based on the anticipated 
interpretation of the antitrust laws. Then the parties 
put the gun to their head and hope the chamber is 

empty. In each undertaking, one wonders whether 
the government's "interpretation" of their guide- 
lines will fill the chamber at the last moment and kill 
the deal. | 

Inthecase ofthe General Electric/Martin Marietta 
transaction, one consequence ofa government chal- 
lenge would have been a substantial overnight drop 
їп market value of Martin Marietta stock. Such 


m me паши ipa pam 
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experiences have a chilling effect on other execu- 
tives’ willingness to expose their firms to proposed 
edes niic OF: 


The Department of Defense should take a 
position on proposed mergers. Antitrust agen- 
cies should be required to abide with it, 
unless there is compelling evidence of na- 
tional harm. The burden of proof should lie 
with the antitrust agencies, not the Depart- 
ment of Defense. 


What should be done? I recommend a combina- 
tion of policy changes and changes to existing law 
and procedures: ME 

Г] First, the Department of Defense must bave a 
formal, comprehensive role in evaluating the anti- 
trust and national security consequences of major 
defense-related mergers. 

Ofcourse, Lrealize thatthe Department of Defense 
currently has an informal advisory involvement in 


the process, but in today’s environment, that is по 


longer adequate. The Defense Department should 
be required to take an explicit position on each 
proposed substantial transaction and that position 
should be formally submitted by the Secretary of 


· Defense. . 


Further, while the Department of Defense state- 
ment should not end the inquiry, the enforcement 
agencies should be required to abide by the Depart- 
ment of Defense position unless there 15 compelling 
evidence that doing so would, for other reasons, not 
be in the national interest. The burden of proof m 
challenges to defense-related transactions should 
reside with the antitrust enforcement agencies, and 
not with the Department of Defense. 

Г] Second, the current Hart-Scott-Rodino review 


process should be rewritten to require clearance to ` 


either the Justice Department or the FTC within 
seven days of filing. | 

In the case of the Martin Marietta/GE Aerospace 
combination, the two agencies with jurisdiction 
delibezated until the afternoon of the 29th day of the 
initial 30-day review period simply to decide to 
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which agency the transaction would be cleared. At 
one point it was suggested that the agencies might 
not resolve the jurisdictional dispute within the 
requisite time period and that both might have to 
issue “second requests." While this did not occur, it 
is an indication of the need for greater clarity and 
timeliness in the process ofestablishing jurisdiction. 

C Third, the scope of second requests should be 
targeted more narrowly on specific, relevant issues. 
I understand that broad second requests are the rule 
rather then the exception, and this should be changed. 
In our case, the delay compelled the need fora wide- 
ranging “second request,” which forced the firms 
involved to compile some 574 boxes of documents, 


` aH of which had to be collected—and reviewed—at 
. considerable effort and expense. 


Г] Fourth, the Department of Justice and the Fed- 
eral Trade Commission should adopt formal poli- 
cies that take the unique features of the defense 
industry—and the Department of Defense’s views 
about a transaction—into account when evaluating 


` proposed mergers. 


Arguments have been advanced in defense of the 
new merger guidelines, saying that they allow flex- 


‘ibility m their application, obviating the need for 


such revisions. This simply is not satisfactory since 
itmakes application of the guidelines highly subjec- 
tiveand theresults highly unpredictable—the “spin” 
of Russian roulette. | 


U.S. antitrust policy should formally recog- 
nize an exemption for defense meršers that. 
are in the best interests of national secur- 
ity. Antitrust laws. need to more closely re- 
flect the realities of today's market and secu- 
rity needs. | 


Further, the guidelines need to accommodate over- 
riding national security policy considerations. U.S. 
antitrust enforcement policy should formally recog- 
nize an exemption for mergers inthe defense indus- 


try that are in the best interests of national security. | 


In the defense market there may well be mstances 
where it is in the national interest to permit even the 


THE CORPORATE BOARD . MARCHAPRIL 1994 5 








: 3480 


ine c 


| 
р 


Norman К. Augustine 


final two competitors іп a given market segment to 
merge. In such extraordinary cases, and under the 
Department cf Defense's current procurement au- 
thority, the final structure could parallel those which 
exist m regulated industries such as public utilities. 

CI Fifth, the Department of Justice, the Federal 
Trade Commission and Congress should implement 
economy-wide changes in antitrust policy designed 
to increase the competitiveness of all U.S. compa- 
nies abroad. Such actions would help defense-ori- 
ented firms in their efforts to diversify, as well as 
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enhancing thecompetitiveness ofall American firms. 

The-time has come to make our antitrust laws that 
apply to firms engaged in national security matters 
more Closely reflect ће reality oftoday's market and 
security needs. At a time when Perestroika—the 
Russian word for fundamental economic and polit- 
ical reform—is sweeping through the countries of 
the former Soviet Union, itis time to enact our own, 
much more limited, but still much needed, form of 
antitrust Perestroika. ЈЕ 
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| When your industry's market shrinks тоте than 50%, 
how can your company stay in business, let alone prosper? 


. Reshaping an Industry: 
Lockheed Martin’s Survival Story 
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The 0.5. defense industry helped win the Cold War. Now it is engaged in another 


| tremendous challenge: winning the peace. Every U.S. citizen has a stake in the fu- 
ture of the industry, which has played a vital role in modern life. It helped create 
the global village by inventing jetliner travel and space-based telecommu- 
nications, it spurred the development of digital computers, and it revolutionized 
access to space with the space shuttle and scientific probes to other planets. 
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Most industries consider the loss of a few рег- 
centage points in their market a severe setback, 
even a catastrophe. The companies that make up 
the defense industry have seen more than 5096 of 
their market disappear — а disaster not widely un- 
derstood by the public. Of course the world is re- 
lieved that nuclear holocaust is no longer consid- 
ered a threat. But that very positive outcome tends 
to overshadow the everyday, real-world conse- 
quences that arise when an industry i. зогсей to 
reengineer itself virtually overnight. 

In the 1980s, most sectors of the industry went 
south. No sooner had the Berlin Wall tumbled than 
the U.S. government began chopping major por- 
tions out of the defense budget. Few would disagree 
that the post-Cold War United States could safely 
shrink its defense industry, and it surely has: de- 





Norman R. Augustine is chairman and CEO of Lockheed 
Martin Corporation, a global, diversified technology 
company based in Bethesda, Maryland, that was formed 
in 1995 by the merger of Lockheed Corporation and Mar- 
tin Marietta Corporation. Augustine, who served as 
CEO of Martin Marietta for seven years, is the author of 
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fense procurement has declined by more than 60% 
in constant dollars since 1989. But what a time for 
the roof to leak - just when it started raining. 
Around the same time, NASA's budget and com- 
mercial airlines' spending on new planes simulta- 
neously entered a power dive. 

The severity of the impact on the defense indus- 
try has been devastating, exceeding that of the great 
stock market crash of 1929 on the U.S. economy as 
a whole, when about 2996 of the nation's GNP 
eventually disappeared. Estimates suggest that 
only about one-quarter of the 120,000 companies 
that once supplied the Department of Defense still 
serve in that capacity; the others have shut down 
their defense lines of business or have dissolved al- 
together. And the surviving companies have laid off 
highly skilled, dedicated workers at the rate of one 
every 45 seconds for a number of years—a sustained 
rate of loss far greater than that experienced in any 
other industry in recent times. 

In today's environment, defense companies seek- 
ing survival are faced with the need for self-admin- 
istered surgery with no insurance, no anesthetic, 
and no assurance of long-term health. While such 
high-profile strategic alliances as the Lockheed- 
Martin Marietta-Loral combination and the Boeing- 
McDonnell Douglas and Raytheon-Hughes acqui- 
sitions have made the front pages, the industry 
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has been engaged in an even more fundamental 


transformation. Those familiar with the industry 
observe that the unlikely has become common- 
place and the unthinkable almost inevitable. A 
satirical press release surfaced last year at the Pen- 
tagon asserting that Lockheed Martin's next acqui- 
sition would be the U.S. Air Force. When queried by 
a senior Department of Defense official, I assured 
him the press release was false: "We looked into the 
possibility, but your present owner has too much 
debt on the books." 

Despite the attempt at gallows humor, there is no 
doubt that the U.S. defense industry, as well as 
many other industries, live in Darwinian times. 
Survival demands that companies combine with 
former competitors and mutate into new species. 
[See the chart "Changing Contours in the U.S. De- 
fense Industry.") Lockheed Martin learned many 
lessons as it added battle scars to its battle ribbons. 
The most important lesson became self-evident: 
there are only two kinds of companies - those that 
are changing and those that are going out of busi- 
ness. As a European aerospace executive said when 





Perhaps the most critical moment in the defense 
industry's consolidation occurred in 1993, when 
then defense secretary Les Aspin invited a small 
number of CEOs of major defense companies to the 
Pentagon for dinner. After the meal, he and then 
deputy secretary William Perry served an unappe- 
tizing and highly prophetic fortune cookie: within 
five years, at least half of the companies represent- 
ed at the dinner would not be needed to fulfill the 
nation's defense needs. Later, Perry even said, "We 
expect defense companies to go out of business, and 
we will stand by and let that happen." Much to the 
chagrin of most everyone present, I impertinently 
referred to the gathering as the Last Supper. 

Following that meal, it became evident that there 
were only two potential survival strategies. One 
was to move into new markets – a difficult and 
time-consuming option that has rarely succeeded. 
The other entailed something almost as difficult: 
increasing market share in existing markets during 
a period of severely declining business. 

We saw two ways to pursue either strategy. The 
first was external reengineering: combining compa- 
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describing the still inefficient operations of many 
defense companies on the Continent, "There are 
many of us dead now, we just don't know it yet." 

In the midst of worldwide turbulence in the aero- 
space market, the company I serve has emerged in a 
most coveted role: survivor. For a brief moment, we 
were referred to as a behemoth or an 800-pound go- 
rilla. With the proposed Boeing-McDonnell Douglas 
merger, we have assumed a more familiar standing: 
a very healthy David in a world of one Goliath. We 
can draw on our harrowing experience to set down 
some thoughts on how the process of transforma- 
tion actually occurred and offer some prescriptions 
to others unfortunate enough to find themselves 
similarly challenged. It is all here: the startling 
nosedive of the marketplace and the equally dra- 
matic rebound of Lockheed Martin. Despite the 
downturn in defense spending, we have seen our 
stock price nearly double in the less than two years 
that it has been listed on the New York Stock Ex- 
change. In short, we have been growing while we 
shrank, leading many to wonder, in the words of a 
popular television series, How did they do that? 


was internal reengineering: changing the way a com- 
pany does business. Of course, those approaches 
are not mutually exclusive. All parties are best 
served when management delicately combines 
both. Is the process difficult? Restructuring a com- 
plex organization during a period of profound mar- 
ket decline is tantamount to rebuilding an aircraft 
while it is in flight-and loaded with passengers. 

So far, we've succeeded. But it is hard to say ex- 
actly how. The writer W. Somerset Maugham ob- 
served, "There are three rules for writing a novel. 
Unfortunately, no one knows what they are." In 
lieu of two or three painless rules of restructuring 
yet to be discovered, I offer a dozen pretty good but 
sometimes painful rules that represent the best 
practices derived from the 17 companies that com- 
bined to form Lockheed Martin—as well as from our 
studies of several other prominent corporations 
that faced upheavals in their markets. 

Regrettably, these rules are not based on elegant, 
esoteric theories; they are distilled from actual ex- 
periences. Adapting to a rapidly changing business 
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nies through mergers or acquisitions. The second 
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environment is not fun, and managers most as- 
suredly should not treat it like a spectator sport. 
There is a saying in the world of corporate finance 
that every time management tries something that 
works, economists invariably ask, "Would it have 
worked in theory?" In this case, I don't know if the 
rules work in theory - but they worked in practice. 


|. Read the Tea Leaves 


Financial wizard Warren Buffett once cautioned, 
“Beware of past performance ‘proofs’ in finance. If 
history books were the key to riches, the Forbes 400 


86 


Don't wait until an industry 
is about to collapse to make 
crucial changes. Read the tea 
leaves early on and watch 
for danger signs. 





would consist of librarians." After the defense in- 
dustry's numerous successes over the years - from 
landing human beings on the Moon to helping de- 
feat the fourth largest army in the world in just 40 
days—we thought our grasp on the future was firm. 
We did not foresee that we were in the grip of some- 
thing much greater: a world that was understand- 
ably eager to abandon its Cold War mind-set. 

In all honesty, the tremors of change in the de- 
fense industry did not begin when the Soviet Union 
imploded. One could have read danger signs in the 
tea leaves in the early 1980s, when a new and omi- 
nous term entered the business lexicon: financial 
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Sears 


were initiated early on. Martin Marietta was chris- 
tened in 1982, the day the Bendix Corporation be- 
gan a hostile takeover attempt. Having struck first, 
Bendix soon owned a majority of Martin Marietta’s 
shares. Led by then CEO Tom Pownall, Martin 
Marietta retaliated by purchasing a majority of 
Bendix shares – а maneuver the media promptly 
dubbed the Pac-Man Defense after the little figures 
that gobbled up one another in the popular video 
game of the time. In retrospect, it is apparent that 
Martin Marietta was employing out-of-the-box 
thinking -not out of any attempt to be creative but 
out of an urgent desire to survive. Аз a result, each 
company literally owned the other. By the time the 
| predicament was finally settled, Martin Marietta 
found itself saddled with a debt-to-capital ratio of 
82% as the corporation sought to buy itself back. 

Our colleagues-to-be at Lockheed endured a simi- 
lar trial by fire in 1989 and 1990, when the company 
found itself in play as a result of a proxy offer by a 
wealthy investor in Texas. Equally determined to 
maintain the company's independence, the board of 
directors - led by then chairman and CEO Dan 
Tellep - argued vigorously for stockholders’ sup- 
port. After two drawn-out proxy contests, Lock- 
heed, too, managed to save itself. 


The price of independence was high, but each | 


company believed its actions were critically impor- 
tant for itself as well as for national security. Each 
company ended up with increased debt, and each 


Forced restructurings, such as 
those that result from hostile 
takeover attempts, usually signal 


problems ahead. 


further concentrated in the defense business – just 
in time for the collapse of U.S. defense spending. 
The hard-and-fast lesson we learned is that forced 
restructurings, such as those that result from 
takeover attempts, usually signal problems ahead. 
The trick is to recognize the warning and act on it. 
To this end, all CEOs should have in a desk drawer а 
list of the worst things that could happen and a set 
of contingency plans. Three years ago, Martin Mari- 
etta made a friendly offer to purchase Grumman 
Corporation but was blocked by a higher bid from 
Northrop Corporation. We had anticipated the pos- 
sibility of such a move, which is why we wrote a 


HARVARD BUSINESS REVIEW May-June 1997 


engineering. Both Martin Marietta and Lockheed 


$50 million cancellation fee into our contract. 
Rather than get into a bidding war that could have 
ended with a Pyrrhic victory, we chose to take the 
$50 million and prepare for the other opportunities 
we were sure lay ahead. 


ll. Have a Road Map Even When 
There Are No Roads 


As comedian Woody Allen said, “More than any 
other time in history, mankind faces a crossroads. 
One path leads to despair and utter hopelessness. 
The other, to total extinction. Let us pray we have 
the wisdom to choose correctly.” 

Choosing correctly is more easily said than done. 
Experts outside the defense industry usually pro- 
pose that defense companies diversify into con- 
sumer-oriented businesses. Yet as far back as 30 
years ago, the Arms Control and Disarmament 
Agency issued a report that found attempts at com- 
mercial diversification by U.S. defense companies 
“a discouraging history of failure.” Six years ago, 
the ACDA revisited the matter and reported, “Suc- 
cessful examples of such conversion are difficult to 
find.” And consider the observation of the presi- 
dent of a high-tech company in southern California 
that had lost one-half of its 100 workers in just a 
few years: “The person who thinks we can quickly 


beat our swords into plowshares has never tried it | 


and probably never met a payroll." Defense conver- 
sion must be approached cautiously. The strategy 
can work, as indeed it has in some 
instances when companies have 
moved into adjacent commercial 
markets: markets that share tech- 
nologies and customers with a com- 


conditions must be right, and expec- 
tations must be realistic. 

Having read the tea leaves, both 
Martin Marietta and Lockheed chose 
to follow similar road maps in the 
early 1990s. Borrowing a strategy from the Japa- 
nese semiconductor industry, we each set out to 
increase market share in our core businesses — 
even during a period of economic downturn. We 
both also realized that consolidation with other 
companies would increase efficiency and competi- 
tiveness and would support expansion into adjacent 
commercial markets. 

Lockheed and Martin Marietta each began to 
search for corporate partners. Neither company 
considered being the aggressor in a hostile transac- 
tion, for reasons bordering on the ethical — а senti- 
ment that was heightened by each company's earli- 
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pany's established businesses. But | 
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er escape from financial predators. Because both 
companies knew what it felt like to be the target 
of a takeover attempt, each resolved to treat any 
consolidation with another company as a combina- 
tion of professional organizations instead of as a 
takeover or an acquisition. To signal that attitude, 
we use the word combination to describe our vari- 
ous alliances. 

Lockheed soon purchased General Dynamics' 
aircraft business, and Martin Marietta purchased 
General Electric's aerospace busi- 
ness, followed by General Dynam- 
ics’ space business. Eleven months 
later, Lockheed and Martin Marietta 
joined in a merger of equals to form 
the Lockheed Martin Corporation. 
Soon after, Lockheed Martin Corpo- 
ration purchased Гога] Corporation, 
resulting in today's Госкћева Mar- 


. tin. All told, our company comprises 17 previously 


independent entities: General Dynamics' tactical- 
aircraft and space-systems divisions, Sanders, 
Gould Ocean Systems, GE Aerospace, RCA Aero- 
space, Xerox Electro-Optical Systems, Goodyear 
Aerospace, Fairchild Weston, Honeywell Electro- 
Optics, Ford Aerospace, Librascope, IBM Federal 
Systems, Unisys Defense, Lockheed, Martin Mari- 
etta, and Loral, including LTV Missiles. 

Through this unprecedented series of combina- 
tions, Lockheed Martin emerged as the top provider 
to three key government customers: the Depart- 
ment of Defense, the Department of Energy, and 
NASA. We are the world's leader in building satel- 
lites and the U.S. leader in launching spacecraft. 
And despite our downsizing, we were ranked for 
the first time among the Fortune 25. Our road map 
indeed delivered us to our desired position, but, in 
truth, we are оп a journey with no final destination 
and no resting points. 


||. Move Expeditiously 


Ап old English proverb states, While the doctors 
consult, the patient dies. Once a strategy has been 
established, moving expeditiously is critical to suc- 
cess. Why? Because mergers, acquisitions, and 
reengineerings have so many moving parts that if 


one part stalls, the entire endeavor may grind toa | 
| halt. Announce an ambitious schedule and keep to 


it. It is better to be 8096 correct and make the 
change happen than to be 100% correct after the op- 
portunity has passed. Most shareholders won't ac- 
cept the excuse a professional football coach gave 
after his team lost a close game: “We didn't lose; we 
just ran out of time." 
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Consider the Martin Marietta-GE Aerospace 
combination in 1993, in which a total of only 27 
days elapsed between the first meeting of the CEOs 
and the announcement of the fully documented 
contract. Unfortunately, the mandatory govern- 
ment-review process that followed took another 
four months. During the review, the two com- 
panies' stocks collectively increased in value by 
about $9 billion, presumably in anticipation of the 
deal's consummation. If a snag had developed dur- 


In truth, we are on a journey 
with no final destination and 


no resting points. 


ing this review period, both companies' stocks 
most likely would have plummeted, with ominous 
implications for the companies' balance sheets, 


| their customers' confidence, and their employees' 


morale – and for future consolidation in the indus- 
try. The danger is real: in 1992, nearly ten months 
passed before a federal judge finally denied Alliant 
Techsystems' proposal to buy Olin's ordnance divi- 
sion on the grounds that the acquisition would vio- 
late antitrust laws. Both companies suffered sub- 
stantial losses. 

As reflected in the Alliant-Olin case, antitrust 
laws or, more precisely, the process of applying an- 
titrust laws, creates uncertainty. In our experience, 
the review process was competently administered 
and prudently executed, but not in a fashion one 
could ever call efficient. Each stage involved month 
after month of painstaking and time-consuming 
work то prepare carton upon carton of documenta- 
tion, auring which time the companies involved 
were essentially in a state of suspended animation. 
The U.S. government and other interested parties 
need to revise the review process as well as other 
government approval processes, such as those con- 
ducted by the Department of Defense, to reflect the 
fast-forward reality of the global marketplace in 
the twenty-first century. 


IV. Make Megachanges 


Upheaval provides a rare chance to initiate large 
changes throughout a business — changes that may 
make even greater restructuring down the road un- 
necessary. By far the most radical change I have ob- 
served in the aerospace industry was spearheaded 
by Kent Kresa, who was CEO of the company for- 
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шегу known as Northrop. Kresa's approach was 
described in the May 17, 1990, issue of USA Today: 
"CEO Kent Kresa also said Northrop will continue 
to sell non-productive assets. Last year, it sold its 
headquarters in Los Angeles." 

To achieve megachanges, it is important to set 
goals that may seem unattainable, motivate people 
to reach those goals, and give them the resources to 
do so. Jack Welch set demanding goals at GE, and 
after a decade of his leadership, the company is pro- 
ducing three times the profit with three-quarters of 
the workforce. Similarly, the companies that today 
make up Lockheed Martin have closed about 16 
million square feet of plant space-about one-fourth 
of all our original plant space. Our collective work- 
force has been reduced by more than 100,000, leav- 
ing us with a workforce two-thirds the size it might 
have been. Through restructuring alone, we have 
produced recurring annual savings of about $2.6 bil- 
lion — about 10% of our overall cost of doing busi- 
ness - not including the additional savings generat- 
ed in the ordinary course of operations. 

Fundamental changes in management style save 
money as well. As stated in Augustine’s Laws, “Ifa 
sufficient number of management layers are super- 
imposed on top of each other, it can be assured that 
disaster is not left to chance.” Peter Drucker, the 
dean of American management, wrote, “When, 
during the past 10 or 15 years, companies began to 
organize themselves internally around the flow of 
information...they immediately found that they 
did not need a good many management levels. 
Some companies have since cut two-thirds of their 
management layers.” Today these companies grow 
increasingly efficient as they reduce management 
layers to eight, six, or even fewer. 

My experience, especially in organizations such 
as the Pentagon, has convinced me that having 
deputies is counterproductive except under the 
most extraordinary circumstances. Two heads may 
be better than one, but not if they're occupying the 
same box on an organization chart. Similarly, when 
combining two organizations, don’t just let them 
fly in close formation. Insist that they be fully inte- 
grated and streamlined from the bottom up- all the 
way up. 

In this effort, it is important to delegate most de- 
cision making to the lowest level at which a consid- 
ered judgment can be made. That time-honored 
philosophy too often seems to belost in the modern 
organization. Mort Feinberg, an industrial psychol- 
ogist, harks back to biblical times when he tells 
how Jethro, father-in-law to Moses, observed that 
great confusion reigned as Moses led his people out 
of Egypt. Jethro remarked that Moses seemed to be 
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sitting alone while everyone else stood waiting for 
direction. It has been said that Jethro's observation 
qualified him as the world's first management con- 
sultant - a somewhat dubious accomplishment in 
my book! He advised Moses, "What you are doing is 
not good. You and the people with you will wear 
yourselves out, for the thing is too heavy for you; 
you are not able to perform it alone." 


V. To Think Outside the Box, 
Get Outside the Box 


It's hard to be creative in the press of business. 
Too many demands keep us from exploring unfa- 
miliar solutions. Consider the opening lines in A.A. 
Milne's classic, Winnie-the-Pooh, and try to avoid 
a similar fate: "Here is Edward Bear, coming down- 
stairs now, bump, bump, bump, on the back of his 
head, behind Christopher Robin. It is, as far as he 
knows, the only way of coming downstairs, but 
sometimes he feels that there really is another way, 
if only he could stop bumping for a moment and 
think of it." 

In the 1980s, NASA challenged Lockheed Martin 
to cut the weight of the huge fuel tank that forms 
the structural backbone of the space shuttle by sev- 
eral thousand pounds. The effort stalled at the last 
800 pounds. As the blue-ribbon engineering team 
turned its attention to increasingly exotic light- 
weight materials—which often seemed to be deriva- 
tives of "unobtainium" — one of the line workers 
made a suggestion: stop painting the tank. The 200 
gallons of white paint that covered the tank added 
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800 pounds to a device whose life span inflight was | 


only about eight minutes and whose fate was to end 
up at the bottom of the Indian Ocean. Sometimes 
the best way to think outside the box is to listen to 
someone who is outside the box. 

The importance of thinking outside the box also 
applies at the level where corporate goals are devel- 
oped. Strategically, we try to anticipate where our 
industry will be in 5, 10, and even 20 years. We be- 
lieve in the wisdom once expressed by the hockey 
star Wayne Gretzky, who explained his success by 
saying, "Iskate to where the puck is going to be, not 
where it has been." For example, today's military 
aircraft and fighting ships will have to last for 
decades, but the electronic and other technology- 
intensive parts may become obsolete in five years 
or less (software components are sometimes 
eclipsed in as little as one or two years). After 
decades of focusing on building airplanes, the in- 
dustry is coming to realize that what you put on air- 
planes has to be replaced more frequently than the 


airplanes themselves. Succeeding in such a market | 


89 


349 


350 


ST SN ЫРА АЫ E APA 








requires us to get out of the box of being primarily 
airframe builders. Today electronic and other tech- 
nological upgrades are becoming an ever greater fo- 
cus of Lockheed Martin's lines of business. We rea- 


lize that technology is a moving target, and we act | 


accordingly. 

The history of tactical aircraft since the days of 
the Wright brothers shows that the cost of each air- 
plane has been increasing at an unvarying rate. By 
2054, if that rate continues, the cost of a single 
combat airplane will equal the entire projected de- 
fense budget. Obviously, we can't stand by and let 
that happen. We have to find a way out of the dizzy- 


| ing upward spiral. To that end, Lockheed Martin 


has made major investments in innovative tech- 


nologies to reduce costs. Those investments con- 
tributed considerably to our recent win of a Joint 


Strike Fighter contract, which could lead to billions 
of dollars of sales. 


VI. Benefit by Benchmarking 


It is essential to set goals, monitor progress, and 
provide feedback throughout any period of restruc- 
turing. It is also important to be able to quantify re- 
sults in the end. One must strenuously avoid the 
fog in which an unfortunate Marine Corps official 
found himself when asked about the expected cost 
of a new helicopter. "The estimate is based on an 
estimate," he conceded. 

Keeping score in business begins with establish- 
ing important indices, such as financial results and 
process measures, and then recording and sharing 
them with members of the workforce who can 
make use of that knowledge. We have found, for ex- 


| ample, that cycle time is a very important measure 
| of performance, as is the first-time-inspection ac- 


ceptance rate. Other useful measures include scrap 
and rework, touch-labor content, and total yield, to 
name but a few. Of course, it is critical to focus on 
the right measures and always be alert to the danger 
of misinterpretation. As movie producer Sam Gold- 
wyn is said to have replied when told the script he 
wanted to produce was too caustic, ""Too caustic?’ 
To hell with the cost. If it's a good picture, we'll 
make it." 

One high-profile example of benchmarking is ex- 
emplified in our space-shuttle-servicing program. 
Using a 15-year history of costs accumulated on the 
shuttle program, NASA and United Space Alliance, 
a joint venture of Lockheed Martin and Boeing, 
have entered into an innovative agreement to ser- 
vice the shuttle program that will maintain safety, 
meet flight schedules, and reduce costs by an esti- 
mated $400 million over the next six years. The 
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contract reflects performance-based requirements 
and would be impossible to implement if United 
Space Alliance did not have hands-on experience 
setting and meeting such strict parameters. 

It is also essential to ask customers how they 
think you match up against the measurements that 
are important to them. In many of Lockheed Mar- 
tin's contracts, customers determine our fee based 
on their unilateral judgment of our performance. 
For 1996, the company's median fee, which can 
range from zero to 10096 of the target, was 93%. In 
one-fifth of the cases, we received a 100% rating. Of 
course, one index is even more telling: do cus- 
tomers buy the product? The original business plan 
for Lockheed Martin's E-ZPass electronic toll-col- 
lection system, which is now used by New York's 
MTA Bridges and Tunnels, estimated sales of 
170,000 electronic tags within three years. In fact, 
280,000 cars had tags within one year. 

Bringing out the natural competitive instincts in 
human beings is a powerful way to enhance effi- 
ciency while instilling a sense of pride and encour- 
aging teamwork. This tactic can work wonders 
even when the competitor is oneself, as is so vividly 
evidenced by the durability of the game of golf. At 
Lockheed Martin,-we grade the performance of 
each company, each sector, and the corporation as 
a whole at the end of each year. Needless to say, a 
gre. t deal of comparing takes place year to year and 
among sister organizations. 


VII. Don't Lose Sight of Day-to-Day 


Business 


There are no footnotes to the stock listings that 
state, "Temporarily excused due to restructuring." 
No matter what is going on inside a company, there 
is still a company to run. Management cannot 
adopt the attitude exhibited by a local bus service 
in rural England, whose drivers passed by long 
queues of would-be passengers with a smile and a 
wave of the hand. "It is impossible for the drivers to 
keep their timetables if they must stop for passen- 
gers," explained one of the company's officials. The 
logic is certainly impeccable, but something seems 
to have been missed. 

At Lockheed Martin, we can't afford to be dis- 
tracted by organizational change. We have no mar- 
gin for error. About 20 years ago, a U.S. spacecraft 
veered into outer space on a useless trajectory be- 
cause one hyphen had been omitted from the tens 
of thousands of lines of software code that guided 
the craft. In another case, a major spacecraft proved 
to be badly nearsighted because of a minute grind- 
ing error in the optical train's primary mirror. And 
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the failures caused by a tiny speck of dust are le- 
gion. Nothing focuses the attention like watching a 
friend climb into an experimental aircraft or on top 
of a rocket containing 500,000 gallons of liquid oxy- 
gen and liquid hydrogen. Spending a career trying to 
defy the law of gravity is a humbling endeavor. 
Mother Nature is a fair judge but an extremely un- 
forgiving one. 

Lockheed Martin is currently responsible for 
many of the nation's most advanced communica- 
tions satellites orbiting Earth. Among these are a 
series of military satellites built by Lockheed. They 
contain components provided by GE and technol- 
ogy developed by RCA, and they were launched by 
Martin Marietta with ground support from Loral. 
The fact that acquisitions and mergers took place 
among all those companies is completely irrelevant 
to the customer-and, for that matter, to the laws of 
physics that often determine the success or failure 
of such projects. 

It is difficult to overemphasize the complexity of 
meeting such challenges in an environment of con- 
tinual change. Perhaps the most instructive exam- 
ple in Lockheed Martin's experience occurred as we 
were moving a half-utilized plant about 1,000 miles 
to combine it with another half-utilized plant pro- 
ducing a very similar kind of product. Because the 
products were launch vehicles, which are highly 
unforgiving of even tiny oversights, we planned the 
move in excruciating detail. Even so, we did experi- 
ence an occasional "anomaly," to borrow a term 
from engineers. For example, when some of the fac- 
tory workers from the old plant arrived at the new 
plant, they discovered that they did not have some 
of the more common machine settings they had 
been using. The reason: over the years, the workers 
had penciled those numbers on nearby posts sup- 
porting the factory's roof, and we had neglected to 
move the posts! In effecting change, a law of wing- 
walking always applies: Never let go of something 
until you have hold of something else. The good 
news is that we now have a string of 33 consecutive 
launches. The bad news is that you are no better 
than your last launch in this business. And that's 
true in most businesses. 


VIII. Focus on the Customer 


The process of change should be invisible to cus- 
tomers, but the results should be very apparent and 
very positive. Always underpromise and overpro- 
duce. Not doing so can be costly. My wife ordered 
some furniture through a retailer not long ago. To- 
tally frustrated by a four-month delay in delivery, 
she finally called the manufacturer directly. The 
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explanation? “Oh, we have just been through a 
merger.” End of explanation. End of orders from my 
wife. Similarly, a defense-industry organization had 
held its annual three-day meeting at the same hotel 
for more than 50 years. One year, the hotel decided 
to reengineer its facilities all at once and told the or- 
ganization to look elsewhere. Fortunately, the com- 
petitor across town could handle the meeting—and 
has been doing so ever since. 

Even inside a company, almost every individual 
is a customer —a customer of coworkers. About 15 
years ago at one of our electronics facilities in Or- 
lando, Florida, the complacency bred of past suc- 
cess started to infect one of our manufacturing 
processes. Occasionally, parts were omitted from 
component kits prepared for assembly and inspec- 
tion at another factory. Each missing part disrupted 
the assembly process and frustrated the workers as- 
sembling the products. I borrowed an idea from an 
automobile dealer in Dallas I had heard about. The 
dealer received few complaints from customers be- 
cause he gave them the home telephone numbers of 
the mechanics who worked on their cars. I arranged 
for workers to include their names, work phone 
numbers, and self-addressed postcards in the kits 
they prepared. Complaints dropped precipitously. 


IX. Be Decisive 


Like the unicorn, the perfect restructuring effort 
exists only in the imagination. In reality, one is 
often faced with several equally unattractive op- 
tions. When that happens, as President Truman 
once observed, “A leader has to lead.” 
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| ommendations – and the political 


| far preferable to leave the decision to 





people are satisfied with the results. Consider the 
recent round of base closings suggested by the U.S. 
government's Base Closure and Realignment Com- 
mission (BRAC). The BRAC was established by 


Congress to take the politics out of the decision- | 
making process of closing unnecessary defense in- 


stallations. After months of study, debate, and 
deliberation, the BRAC made its rec- 


potshots began. It would have been 


those who would ultimately manage 
the facilities: the armed forces. The 
fact that such obvious solutions of- 
ten prove politically untenable 
brings to mind the admonition of the 
late Louisiana senator Russell Long, 
who helped write much of the mod- 
ern U.S. tax code: "Don't tax you, don't tax me. Tax 
that fellow behind the tree." 

No decision will please everyone, but managers 
must make the tough decisions. If they do not, 
someone higher up in the organization will decide 
to replace them with others who will. As the nine- 
teenth-century U.S. diplomat Edward John Phelps 
astutely noted, "The man who makes no mistakes 
does not usually make anything." 


X. Create One Culture for 
One Company 


Forging a culture from two existing ones means 
accepting the heretical notion that everything one 
group did in the past wasn't perfect and that every- 
thing the other group did wasn't flawed. Building 
a new culture means embracing the best of the 
best with an open mind. 

АП too often, however, the concept of culture 
thwarts instead of nurtures change. It is used as an 
excuse for not getting a difficult job done. Consider 
the story of a professional football player who was 
traded to a different team. In the first game with his 
new teammates, he repeatedly missed key blocks. 
When the coach finally called him to the sideline, 
the player said, "Coach, I'm having a big cultural 
problem out there." Ridiculous? Of course. Who 
would accept such an explanation? But then listen 
to a senior executive of a major aerospace company 


contemplating a major merger: “[Our company is] | 
| like the human body. It tends to reject transplants." 


A critical challenge for managers leading a re- 
structuring effort is inspiring individuals to work as 
a team. In fact, teamwork makes the difference for 
innumerable human endeavors and is absolutely 
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When leaders are not decisive, very often few 


RESHAPING AN INDUSTRY 


rookie year with the Chicago Bulls, Stacey King in- 
advertently and somewhat humorously embodied 
the notions of team spirit and a sense of belonging. 
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essential for most business undertakings. In his - 





During one memorable game, King scored only | 


1 point while his teammate Michael Jordan scored 
69. After the game, a reporter asked King for his ге- 
action to the game. King said, "I'll always remem- 


Alfred P. Sloan, Jr., said it best: 
“Take my assets—but leave me 
my organization and in five years 


РИ have it all back.” 


ber this as the night that Michael Jordan and I com- 


· bined to score 70 points." 


Soon after the 1993 merger of Martin Marietta 
and GE Aerospace, a videoconference was arranged 
between groups of employees from the two compa- 
nies who were located in two different cities. Dur- 
ing the conference, one group wore coats and ties or 
dresses, while the other group wore shirtsleeves, 
sweaters, and other casual clothing. At the next 
videoconference, those who had been in coats and 
ties now showed up in shirtsleeves, and vice versa. 
When the two groups saw each other, laughter 
burst out on both sides. The experience did more 
for team building than anything management could 
have done. It demonstrated, once again, that given 
a reasonable chance, people will draw together for a 
common purpose. Managers must make clear what 
that purpose is. 


Xl. Remember That Your Real Assets 
Go Home at Night 


Alfred P. Sloan, Jr., said it best: "Take my assets— 


| but leave me my organization and in five years I'll 


have it all back.” Neither machines nor bank ac- 
counts nor corporate policies will determine the 
success or failure of an effort to adapt to change. 
When all is said and done, successful change de- 
pends on individual people and their collective ac- 
tions. By showing trust in and respect for all em- 
ployees, managers can empower people to do their 
jobs to the very best of their ability. As Martin Ma- 


| rietta's former president, Tom Young, liked to ob- 


serve, "No one shows up in the morning thinking, 
‘I guess Г see how badly I can mess up today,' but 
an unenlightened management can put them in 
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that frame of mind by 9A.M.” By cultivating and in- 
vesting time in employees, managers strengthen 
the foundation of the entire enterprise. 

For example, bringing customers in to speak to 
plant workers helps those workers appreciate the 
enormous importance of their jobs, especially 
when the customers are a pilot who flew one of our 
airplanes in the Persian Gulf War and an astronaut 
who will soon bet his life on one of our products. I 
| try to demonstrate my faith in our employees' work 
in various ways, such as going on the first dive of a 
new nuclear submarine or, as in a recent trip to the 
South Pole, flying in an LC-130 aircraft that had 
been buried in ice for 16 years before being dug out 
and put back into.service. Earlier this year, I even 
| flew inone of our F-16 fighter aircraft. 

Pay attention to symbols. For example, when 


we combined Lockheed’s and Martin Marietta’s | 


headquarters in a building previously occupied by 
Martin Marietta, we moved everyone out and re- 
assigned offices from scratch to avoid the impres- 
sion that anyone had been bumped or that some 
people were more important than others. That ac- 
tion was critical from a social standpoint, and it is 
| for that reason that we at Lockheed Martin try to 
treat acquisitions as mergers of equals. The atti- 
tude “we bought you” is a corporate cancer. 


| ХИ. Communicate, Communicate, 
Communicate 


Despite the temptation to dispense only good 
news to the media, shareholders, customers, politi- 
cians, and employees, managers must be totally 
. candid. As the great oracle Pogo once declared, 
“The certainty of misery is better than the misery 
of uncertainty." Unfortunately, in the case of the 
Lockheed-Martin Marietta merger, pain and unhap- 
piness were inevitable as underutilized plants were 
closed and some employees were laid off. Our es- 
sential message was that bringing together the best 
| practices of several distinct companies would make 
our new company far more competitive than any 
one of us would have been individually. Happily, 
that has indeed been true. So far, Lockheed Martin 
has enjoyed the greatest streak of new-business 
wins of which I am aware in our industry's history. 

Right after the Lockheed Martin merger was con- 
summated, Dan Tellep, who had been chairman of 
Lockheed, and I met with about 30,000 employees 
face-to-face in 62, meetings at individual plants and 
answered hundreds of questions. We encouraged 
brutally frank inquiries. "Why are you paid so 
much?” and “If you had just been transferred to this 
plant, would you rent or buy?" are only two exam- 
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ples of the questions we were asked. (Incidentally, 
my advice was to "lease with an option to buy.”) 
We didn't sugarcoat any of our communications. 
We did our best to follow the advice of the great 
British author George Orwell, who wrote during 
the most difficult days of World War II, "The high 
sentiments always win in the end, the leaders who 


‚ offer blood, toil, tears and sweat always get more 


out of their followers than those who offer safety 
and a good time. When it comes to the pinch, hu- 
man beings are heroic." This certainly has been 


| Lockheed Martin's experience. 


This discussion ends where it began - with the 
not terribly profound observation that virtually all 
businesses today find themselves in a fiercely com- 
petitive environment. The aerospace industry in 
particular has endured Darwinian pressures of an 
unprecedented magnitude, yet the industry now 
faces a future brighter than it has been in years. Had 
the industry not faced up to the challenges, it could 
easily have joined those who never reached the 
promising future that lay ahead. 

When the Dow Jones Industrial Average recently 
marked its 100th anniversary, only one of the origi- 
nal companies had survived to join in the celebra- 
tion: GE. A close reading of the Fortune 500 reveals 
an attrition rate of 7% per year. Even the 43 compa- 
nies highlighted in Tom Peters and Bob Waterman's 
much acclaimed book of the 1980s, In Search of Ex- 
cellence, have taken hits. А follow-up article in the 
November 5, 1984, issue of Business Week asserted 
that no fewer than 14 of the companies had already 
"lost their luster," at least in the sense that they 
had suffered serious profit erosion. 

‘Apparently, excellence is a constantly moving 
target-a supposition Darwin himself may have had 


in mind. How can a business manager know that | 


a battle for survival is imminent? Samuel Johnson 
wrote, "When a man knows he is to be hanged in a 
fortnight, it concentrates his mind wonderfully." In 
business, the "hanging" used to be the threat of 


bankruptcy – a threat that has become all too real | 


for some high-profile companies. 

In today's highly competitive marketplace, the 
hanging might be a poor earnings report, a product 
reliability problem, a technological breakthrough 
by a competitor, a lawsuit, or a political event 


| halfway around the globe. The Information Age has 


narrowed the margin for error-a phenomenon such 
companies as Sears, Harley-Davidson, Kodak, IBM, 
and Chrysler all recognized in time to save them- 
selves from the corporate graveyard. 

Unfortunately, status-quo thinking is still com- 
mon. As markets change, the established leaders 
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are often among those most blinded by their past 
successes, not to mention their disproportionate 
stake in preserving the past. None of the companies 
that dominated the thriving ice-harvesting market 
in the nineteenth century converted to the refriger- 


ation business. The Pony Express did not develop 


into a railroad. The producers of electromechanical 
calculators never made the technological leap into 
electronic computers. 

New expectations and new priorities are unset- 
tling. And the fact that change is necessary in a 
global economy based on free enterprise does not 
make it any more pleasant. But as former British 
prime minister Harold Wilson once observed, "He 
who rejects change is the architect of decay. The 
only human institution which rejects progress is 
the cemetery." Automotive executive Charles Ket- 
tering put it somewhat differently: "The world 
hates change, yet it is the only thing that has 
brought progress." | 

Business must be brilliant each and every day if a 
company is to survive. That is especially true in the 
high-tech world. As GE's Jack Welch has pointed 
out, to miss a generation in the computer market is 
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to be out of business. The same is true in today's 
aerospace market. Witness McDonnell Douglas's 
recent loss in the next-generation fighter competi- 
tion and the company's announcement less than a 
month later that it had agreed to be acquired by 
archrival Boeing. Technology-driven industries 
such as ours won't stand still and wait for individu- 
al companies to catch up. We have to reinvent 
ourselves continually. The bad news is that reengi- 
neering requires hard decisions. The good news is 
that success awaits organizations willing to make 
those decisions. 

At Lockheed Martin, because of the enormous 
dedication of nearly 200,000 people, we now have 
at least a degree of control over our future. And the 
market has rewarded those efforts. Despite the near 
collapse of funding for our industry since the fall of 
the Berlin Wall, our company has shown a total an- 
nual return over five years of 2996 -nearly twice the 
rate of increase of the S&P 500. What we do from 
this point on will, of course, depend on us. As Linus 
warned Charlie Brown, "There is no heavier burden 
than a great potential.” 9 
Reprint 97301 To place an order, call 1-800-545-7685. 
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A farewell to arms makers. 


Europe's big defence companies may never form a single group. Yet, divided, 
they stand to become the junior partners to armaments firms in America 


HEN it comes to selling weapons, 
| the closest allies are often bitter ene- 
mies. As large American aerospace and de- 
fence-electronics firms have merged into 
three mighty groups over the past decade, 
. there has been talk, in Britain, Germany 
and even France, of creating a single Euro- 
pean military-aircraft company to rival 
them. At bilateral meetings in the past few 
months Tony Blair, Lionel Jospin and 
Helmut Kohl have mooted the creation ofa 
European champion. Wouldn't it be nice if 
defence was one area in which the Euro- 
pean ideal still burned bright? 

. Europes arms companies have collabo- 
rated on the odd project and hatched a few 
alliances. Yet there is no sign of a European 
firm to match America's Lockheed Martin, 
Boeing or Raytheon. The industry remains 
a fragmented jumble of national champi- 
ons. Whatever politicians might hope, 
merging Europe’s defence companies will 
probably prove harder than the creation of 
a single currency. There has not yet been a 
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single cross-border acquisition or merger 
among the large defence contractors. And 
the shifting structure of the industry makes 
the consolidation into a single grouping 
seem less likely than ever. 

Relations between France and Ger- 
many, once each other's privileged partners 
in armaments production, have declined 
sharply in the past two years. The French 
are angry that Daimler-Benz Aerospace 
(Dasa) decided not to merge its missiles and 
satellites businesses with parts of 
Aérospatiale, on account of the state- 
owned French firm's unprofitability. The 
Germans are fed up with France's recent 
privatisation of Thomson-csr, in which the 
state has retained a large part. Despite the 
strong ties between the countries—such as a 
joint venture making helicopters—Chan- 
cellor Kohl insists that Britain be part of 
any pan-European restructuring. 

Meanwhile, relations between the Brit- 
ish and German industries are cordial. The 
Bundestag's approval of funding for the 


. ing to form 


Eurofighter—a warplane in which British 
Aerospace (BAe) and Dasa are the chief part- 
ners—has removed a source of tension. BAe 
and Dasa have also found common cause 
persuading Aérospatiale, their fellow 
shareholder in Airbus, to agree that the con- 
sortium, which makes airliners, should be- 
come a real company. 

France, however, seems to be going its 
own sweet way. Last month the French gov- 
ernment unveiled plans to combine Thom- 
son-CsF with the defence-electronics and 
satellite businesses of Alcatel Alsthom, 
Aérospatiale and Dassault, three other 
French groups. The state will retain roughly 


"а third of Thomson-csr, held through 


Thomson and Aérospatiale. Dassault's air- 
craft business is also likely to end up in this 
camp. Alain Richard, the French defence 
minister, says that he wants this new group- 
pean alliances. Yet he 
adds that he does not favour exchanges of 
equity with other European firms. That, 
and the state's lingering influence, make 
Thomson-csr a dowdy bride. 

With so much of France's industry spo- 
ken for, three privately owned firms—aae, 
Dasa, and France's Matra, part of the 
Lagardère group—will form the core of Eu- 
rope's second defence-industry grouping. 
BAe and Dasa joined forces last month to 
pay $700m for the defence business of Sie- 
mens, a German engineering conglomer- 
ate. Sweden's Saab, which collaborates with 
BAe on the Gripen fighter, is likely to Join 
the party. Meanwhile, Matra BAe Dynam- 
ics, a recently created joint venture in mis- 
siles, has bought 30% of Dasa's missiles 
unit; and Dasa's satellite business will join 
Matra Marconi Space, in which Britain's 
GEC-Marconi has a stake. 

In fact GEC-Marconi could join either 
camp. An alliance with Thomson-csr is 
perhaps more likely: the two firms are in 
similar lines of business, GEC is already a 
partner of Alcatel in power engineering, 
and its Marconi subsidiary has a joint ven- 
ture in sonar with Thomson-csr. GEC has 
reservations, however, about tying itself to 
а state-influenced group that is bigger. GEC 
could yet try to merge with Bae, creating a 
British champion that would have more 
weight when negotiating cross-border alli- 
ances. Then again, GEC might prefer a part- 
ner in America, where it already sells over 
$500m of defence goods every year. 

Whichever way СЕС leans, there 15 un- 
likely to be a single European military air- 
craft company, for two reasons. One is that 
consolidation makes sense only if there are 
common weapons programmes for the 
firms to work on: while BAe and Dassault 
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The richest plum in the skies 


WASHINGTON, OC 


T'HE world's largest armaments pro- 

ject, America’s Joint Strike Fighter 
(jsF), may also be the last manned plane of 
its type to be built in the West. It will dom- 
inate western defence industries in the 
first half of the next century and will has- 
ten the globalisation of the defence busi- 
ness. It is also providing a contest for mili- 
tary supremacy between Boeing and 
Lockheed Martin, whose rival prototypes 


| will fly in 1999 or 2000. 


The intention is to make a relatively 
cheap, lightweight, stealthy, single-engine 


| ground-attack aircraft. The hoped-for cost 


efficiency rests on two pillars: an unusu- 


` ally long production run of 2,900, made 


possible because the air force, navy and 
marines will all buy it; and new manufac- 
turing techniques, imported from cil 
aerospace. To prevent the cost escala g 
as it did in previous projects, the Penta- 
gon has, for the first time, defined price as 


a specification. If technical requirements . 


cannot be met at a given price, it is the 
requirements that will be changed. 

The air-force version is supposed to 
cost $28m a copy, similar to the price of 
an F-16. But the sturdier naval version, de- 





make different aircraft, a merger would not 
create many economies of scale. The sec- 
ond is that European countries cannot 
agree on how open their defence industries 
should be to American influence. 

Many French firms would find it hard 
to join American-led projects. The French 
fear that, if Europe loses the capacity to 
make its own weaponry, it will lose the abil- 
ity to have аг - dependent foreign policy. 
Yet America: ahead of the Europeans 
in the “revoicuon in military affairs", 
which is centred on the gathering, process- 
ing, transmission and display of informa- 
ton. Thus much of the French industry 
risks losing touch with the latest technol- 
ogies Meanwhile British—and possibly 
German—defence firms are moving closer 


. prime-ministerial 


signed to withstand life on an aircraft car- 
rier, and the marines' more complicated 
jump-jet version will cost more. The Pen- 
tagon puts a price of $165 billion on the 
whole programme. The Congressional 
Budget Office (сво), however, predicts a 
unit cost for the air-force version of 
$45m—a number that some air-force gen- 
erals, in private, concede could be right. 
The сво is also sceptical about the eco- 
nomic benefits of trying to stretch one 
plane across three services, each with 
their own requirements, and forecasts an 
overall cost of $219 billion. - 
Given that the Jsr is hardly a bargain, 
‘might it be cancelled? The Pentagon has 
problems funding its three current fighter 
programmes—the Е/л-18Е/Е naval jet, the 
F-22 "air-dominance" fighter and the JSF. 
The navy has doubts about Фе jsr and 


. prefers the F/A-18E/F.Some strategists also 


argue that the sr may be out of date by the 
time it enters service and that America 
would do better to invest in unmanned 
aircraft or spaceplanes. 

But the jsF almost certainly will be 
built in some form, because the air force 
and the marines want it. Indeed Norman 


to the Americans. BAe has joined Lockheed 
Martin in competitions to build an Ameri- 
can-British armoured scout vehicle and 
America's Joint Strike Fighter (JSF). Indeed, 
the jsF may be more important in shaping 
the European defence industry than any 


summit The рго- 
gramme (see box above) could well snuff 
out hopes of an independent, autonomous 
European defence industry. 


Contract and subcontract 

Within the next few years, Britain's Royal 
Air Force will need to decide how to replace 
its ageing Tornado bombers. BAe would 
like to build a new aircraft with the French 
and the Germans. But the French do not 
need a new bomber, while Germany will be 


Augustine, Lockheed Martin's chairman, 
believes that the Pentagon may allow 
both his firm and Boeing to “win” the JSF 
competition, so that America retains two 
makers of fighters, even though that 
would mean higher unit costs. 

One way of pushing unit costs in the 
Opposite direction is to export. Britain 
has already invested $200m in the pro- 
grammes вар and has promised to buy 
60 jumpjet versions for its navy. Norway, 
Denmark and the Netherlands have in- 
vested smaller amounts. Other countries, 
including Canada, are expected to join. 
Brigadier Leslie Kenne, the programme 
director, wants American industry to re- 
cruit the best companies to build the 
plane, from whichever—friendly—coun- 
try. The Boeing team already includes Eu- 
ropean firms such as GEC-Marconi, Ro 
Royce and Messier Dowty. | 

Some countries may be deterred Кот 
joining the project by America’s strict 
rules on technology transfer: even clos. 
allies who buy its weapons are often not 
allowed to know how they work Bae engi- 
neers in the Lockheed JsF team are ex- 
cluded from some meetings. Nor is Amer- 
ican tact in dealing with its partners all it 
might be. One Lockheed executive, 
acknowledging Bae’s expertise in wing- 
making, suggested that while the ]$Е de 
sign was fixed, the British 
. company could “help 
^. when we tinker with it". 


pres Despite such difficulties, 
i. sooner or later foreign 
firms will flock to the pro- 


ject. For, once Europe’s 
Zurofighter, Rafale and 
Gripen have come to the 
end of their production 
runs, which will proba- 
bly be in the second de- 
cade of the next century, 


only game in town. 





the JsF may well be the | 


hard pressed to find the billions of marks 
needed to develop a new warplane. As an 
alternative, BAe has thought of modifying 
the Eurofighter, by giving it bigger wings, so 
that it could act as a bomber. But the cost of 
that, let alone of developing an entirely 
new European warplane, could prove pro- 
hibitively expensive; the current three— 
Eurofighter, Dassaults Rafale and the 
Gripen—are costing a total of about $100 
billion. In any case Britai^'5 current de- 


fence review is likely to  :clude that a 
long-range, heavy Тотадс ` ле bomber is 
no longer needed. 


Thus Britain may well plump for the 
American air-force version of the JsF, as a 
cheapish Tornado replacement. It has al- 
ready invested $200m in вар forthe jump- 
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jet version, which it plans to buy for the 
Royal Navy. In theory the Europeans could 
unite to make the Jsr under licence. Dasa 
will, like вде, work with the Americans if it 
has to. However, in practice it is hard to 
imagine the French joining a pan-Euro- 
pean partnership to build an American 
plane. French officials recently described 
British participation in the jump-jet ver- 
sion of the Ј5Е as a betrayal of Europe- 

If the British do buy the Ј5Е for the RAF, 
there will no European programme 


around which the British, French and Ger ` 


man industries can coalesce. That prospect 


horrifies BAe executives, who say that buy- | 


ing the J$r would tum European firms into 
mere subcontractors for America's giants. 
They may well be right. 

The future of the European industry, of 
course, depends on the Americans too. 
John Weston, BAe's managing director, said 
recently that if the Europeans do not re- 
structure their industry, the Americans 
would do itforthem. America's giants want 

- European partners to help them sell arms 
across the world. Lockheed is courting BAe 
and may get closer to the other Airbus part- 
ners if it helps them build a new transport 
aircraft. Boeing and Raytheon are still look- 
ing for strategic partners. Long before much 
happens across European borders, transat- 
lantic deals may be hatched. 
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Europe's governments can Нуе with American domination of the defence 
, business, provided America makes Europe a partner of sorts Uie 


HAS taken nearly a decade. Many details remain to. be 
Sorted out. But it is at last possible to see more or less how 
the western world's reorganised arms industry is going to 
look now that the cold war is over. It is not, from Western 
Europe, a pretty sight. With America's defence firms having 
merged into а handful of giants, Tony Blair, Helmut Kohl and 
Lionel Jospin have been talking about the need to consolidate 
the defence firms of Britain, Germany and France so that they 
do not slip irrevocably behindhAmerica's (see page 69). They 
might be better off bowing to:the inevitable—provided the 
inevitable comes on reasonable terms. 
` For the moment, Europe's defence firms seem to be hold- 
ing their own, notably as makers of subsystems and compo- 
пеп. The countries of the European Union captured 41% of 
the global arms-export market last year, compared with 43% 
for the United States. But this gap is bound to grow as Ameri- 
can firms harvest the economies of scale from their recent 
mergers. Moreover, the Pentagon is spending $30 billion a 
year on military RAD, six times the combined spending of 
Britain, France and Germany. Only America is making a mas- 
sive investment in RMA, the "revolution in military affairs" 
under which information technology is being applied to all 
sorts of weapons and their co-ordination on the battlefield. 

In principle, the Europeans could compete more strongly 
in defence if they let their own defence companies merge as 
boldly as America's have. But their governments have proved 
so wedded to “папопа! champions", and differ so much on 
crucial policies (such as the desirability of state ownership of 
their own defence firms and the right degree of co-operation 
with America's) thatthis is unlikely to happen. Europe's firms 
can help themselves by forming closer links with their Ameri- 
can counterparts (as British Aerospace has done by co-operat- 
ing with Lockheed Martin on a new scout vehicle and on 
America's new Joint Strike Fighter). But the logic in the long 
run of making such alliances is that Europe's firms will other- 
wise lose the ability to make some big-ticket weapons, such as 
advanced fighters, without American help. 

Does that matter? Many Europeans say that it does. The 
wish of governments to maintain some sorts of high-tech de- 
fence work in their countries is not unreasonable. And when 
the French argue that depending on America for advanced 


A shrinking arms market 





weaponry could entail a sacrifice of some independence in 
foreign policy they may have half a point. But it is at most 
only half a point The reality is that the shrinking defence 
budgets of America and the EU will make the defence indus- 
tries of all NATO countries increasingly interdependent. And 
in practice America would be most unlikely to use its domi- 
nantrolein weapons production to control the foreign policy 
of its closest allies, for fear of losing those allies. 

From the perspective of foreign policy, therefore, Europe 
can probably afford to take a reasonably relaxed attitude to- 
wards being a junior member of a transatlantic partnership. 
And from an economic perspective, such a partnership 
would certainly cost less than would a policy of propping up 
uncompetitive defence firms simply to preserve Europe's 
ability to make most kinds of weapons for itself. But for such a 
partnership to emerge, America needs to change its attitudes 
and policies too. This may be the harder part. 


Opening America 

At present, strict rules prevent America's own armed forces 
from buying much equipment from abroad and impede 
transfers of American military technology to even its best al- 
lies. The defence industry is larded with congressional pork. 
АП this must change if America is to convince Europe's gov- 
ernments that its firms can become genuine, albeit junior, 
partners in the defence business. 

Why, though, should Americans change anything if their 
firms are destined to tower over all competitors? Because it is 
in America's interest. [t is in its political interest because an 
Atlantic alliance whose defence industries work closely to- 
gether is likely to be the stronger for it It is in the Pentagon's 
interests, too, because transatlantic alliances would help pre- 
serve. competition in an oligopolistic industry, helping to 
drive down the price of procurement. And it is also in the 
interest of its defence firms: America's own defence budget, 
though vast, is shrinking. It cannot afford to develop every 
sort of weapon and subsystem at home. In any case, America's 
giants will need sturdy alliances in Europe in order to sell 
there. European defence firms still have much to offer, ifonly 
they are allowed to. 
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seemed briefly to portend a global crash. And when Indone- 
sia (GDP $220 billion, but population nearly 200m) drifted 
into financial crisis, pretty much the whole world seemed to 
feel the need to snap to attention. Having doled out more 
than $17 billion to rescue Thailand, the 1Mr and other donors 
r^t together a whopping $40 billion for Indonesia. This 
v ak, the Fund was standing by to answer the next rescue call 
(see page 83). The distraught caller was expected to be South 
Korea, a seriously big economy ($490 billion) and a major 
trader with the West. Having bailed out Thailand and Indo- 
nesia, can the Fund say no to the South Koreans? 

Yes please. Or, at least, let the Fund pause for several mo- 
ments reflection. During the course of its many recent rescue 
dashes, it is not entirely clear that the IMF has seriously enter- 
tained the possibility of turning a supplicant down. In a way, 
this 15 natural: the Fund was established back in the 1940s 
precisely so that it could act, among other things, as the lender 
of last resort to countries in danger of default. The Fund 
helped to contain the third-world debt crisis of the 1980s and 
to restore confidence in Mexico three years ago. The Mexican 
intervention, controversial at the time and in league with the 
American Treasury, is now widely judged a success, if only in 
the sense that once the bail-out was in place, the risk that con- 
tagion from Mexico's Rnancial troubles might infect the rest 
о Latin America passed swiftly. | 

In Asia right now, there appears on the face of it to bea 
similar risk of “contagion” as one country after another suc- 
cumbs to a similar dose of afflictions. But whereas it was just 


about possible to argue in the case of Indonesia that a gener-. 


LEADERS 


ally sound economy had caught a whiff of something nasty 
from beyond its borders, South Korea's troubles have been 
visibly and wilfully brewed at home over a long period. The 
dire plight of the country's banks has been clear for almost a 
year, during which the government stubbornly refused to do 
anything serious. When, this week, the government tried at 
last to act, the National Assembly blocked its way. And all 
along South Korea has been insisting publicly that it needs 
neither the IMF's money пог its advice. m 


Sorry, the numberyou have dialled is busy . 
South Korea is not the only country in Asia that has seemed 
unwilling this awful summer to own up to its mistakes. And 
when it assesses the needs of a stricken economy, the IMFs 
judgments ought not to be anthropomorphic—judging this 
country as “stubborn”, that as “deserving”. If a serious sys- 
temic crisis threatens. ле Fund must act. | 

But every time i: -100565 to rescue a troubled economy, 


. the Fund faces the classic dilemma ofany lender of last resort. 


Ifit comes to seem an easy touch, willing at the drop ofa won 
or rupiah to rush to the rescue with its members billions, the 
IMF is in danger of making it too easy for policymakers to 
persist with bad policies and for investors to ignore the fact 
that the policymakers are doing so. In the long run, this would 
remove from governments and markets the sense of disci- 
pline that encourages sound policies, and so makes foolish 
ones more likely to recur. If, despite its protestations that it 
will not, South Korea does reach for that telephone, the Fund 
could do itselfa favour by letting it ring a while. 
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Mergers of Multinational Fins: Additional Considerations 





А-Со., a Canadian corporation, produces widgets in Canada. B-Co., a U.K. corporation, produces 
similar widgets in England and has over $15 million in distribution assets located in the United States. 
Technological changes have led to overcapacity m the widget industry. A number of customers remain 
Е ip SU ea ITI dc ii M UN a нанио 
U.S. firms. A-Co. wishes to purchase B-Co. 


Reporting and Information Provision Requirements 


Probably obliged to notify authorities in Canada, United States, — Luka EU). 
Notification advisable in France and П.К. 
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Each enforcement authority requires different information and a different form. Clearance will 
take from a few weeks to perhaps 8 months. - 
Jurisdiction 
On the basis of an “effects test” (jurisdiction if merger has substantial, direct, and foreseeable 
effects in the country), UK, Canada, France, Germany (or EU) and US could assert 
jurisdiction. 


Effects and Views of the Enforcement Agencies May Differ 
France may be concerned about impact on state-owned buyer and may wish to block. | Е. 
UK шау encourage merger because it may avert plant shutdown in England. (a "public | 
interest" justification) 
Canada may find efüciencies in the bsec that outweigh increased concentration. 
US may want to negotiate a consent decree involving a compulsory license to make the widget. 

Some Comments on EU versus US Merger Review | 


EU is concerned with whether the concentration (merger) is "compatible" with the common 
market, a somewhat broader concept than the US's concern with whether the merger will "lessen 
competition." Concem with creating a common market means that the EU will, for example, 
allow some agreements between competitors if it promotes Union integration and are more 
likely to prohibit vertical agreements that it sees as inhibiting Union integration. 


Both reviews depend on definition of product and geographic market and both are concerned 
about high concentration within the defined market. Some observers believe that the EU tends 
to find narrower markets than the US. 


EU is concerned with whether an M&A creates a "dominant position" in the market («2576 MS 

OK, above 40% likely to be problematic if entry unlikely). А dominant position gives a firm | 

the ability to act independently of competitive forces.; US is concerned with the increase in P 
likelihood of tacit coordination ("coordinated interaction") among remaining firms in market and E 
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и ЖЕ also the ability of the new entity to unilaterally raise prices ("unilateral effects"). The unilateral <= 
| effects concept is similar to the notion of dominant position. T 
Because of the EU concern with dominant position, a merger of two large firms may be 
permitted when the merged entity is seen as creating a stronger competitor to a larger, more 
dominant, other competitor. Such a merger is more likely to be blocked m the US. Concern 
with the creation of a dominant position also implies that the EU would be more willing than the 
US to block a vertical merger (between firms that do not compete), because the new firm will 
increase its dominant position. | 
Remedies? 


When remedies lie outside the jurisdiction of the particular enforcement authority, they may be 
inclined not to prosecute. | | 


On the other hand, a country might take a "second best" remedy if it is under their control. 


Issues in International Mergers 
e Each country in which you have substantial assets may review — and block — the merger. 

Tbe most stringent standard may be the binding constraint. 

Different countries may find different problems and prefer different remedies. | f 
e Timetables and information requirements differ country to country. 


e Remedies to the competitive concerns of an antitrust agency may involve actions in other countries 
(“control” and “monitoring” issues). 


e Politics may matter. 


In some countries (e.g., U.K , France, Spain, Ireland), the ultimate decisionmaking with 
respect to mergers 15 ministerial and therefore may be politically driven. 


e Bargaining power of the enforcement agencies differs 


arguably enhanced when the enforcement agency is also the body that can block the 
proposed merger (e.g., in the EU, but not m the US). 
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| The $13.3 Billion Deal Raises . 


Fundamental Questioris 
On. Strategies of Rivals 
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` Boeing Co. agreed to acquire archrival. . 
McDonnell Douglas Corp. for $13.3 bilion · 
in stock, creating a global colossus that ^ 
unites the world's largest commercial-jet 
manufacturer with a military- ашай рит, 
erhouse. 

The stunning Inove, coming less than : D 
year after previous merger talks between 
the two companies 


p^ ode 
£f m Пай fallen apart, 
[ED DU aput al p " 
де” xe underscores tne 
КЕ ы. rapid change that is. 


roiling the nation's 
aerospace and de- 


obstacles that 
couldn't be over~. 
come then were 5 Jii 
quickly surmounted . 
this time, in part- 
because McDonnell - ` 
Mies (seems has suffered several ` 
major setbacks in- 
Philip M. Condit recent weeks, ang - 
in part because senior Boeing executives 
feared McDonnell would within days in: 
vest billions of dollars to buy the defense 
assets of Hughes Electronics Corp. and be 
lost for years as a marriage prospect. ` 
Talks between the two companies 
started anew in earnest just eight days 
| ago, company officials say, laying the - 
groundwork for the biggest shake-up 
among major U.S. jet makers since me 
dawn of the Jet Age. . 
With 200,000 employees and 548 bili 
. in annual sales, the combined entity would 
leave rivals confronting a stark new, com: . 
` petitive landscape. As it is, virtually 
everyone in the U.S. defense business has 
been considering a variety. of merger op 
tions. - 
This latest transaction 15 expected” to 
send chills through Europe's slowly consol- 
‘jdating aerospace industry and. to bring. . x 
the process of consolidation in the U.S. to-£ < ` * 
fast and саа finish as players such as ` 
Raytheon Co. and Northrop -Grumman 
Corp. shoot it out for the defense opera” 
| tions of General- Motors Corp.'s Hughes 
unit, Texas Instruments Inc. and perhaps 





fense industry. The. | 


| lines. In ‘latê Au- 
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AVAILABLE" 


Seattle-based Boeing and McDonnell 
Douglas of St. Louis together command 
more than 60% of the world market for 
large commercial jetliners and make a 
range of military planes including the 
Е/А-18, the mainstay of the U.S. Navy's jet 
fleet, and the Air Force's top-of-the-line 
F-15 fighter. In size, the new company will 
dwarf even Lockheed Martin Corp., the $30 
billion Bethesda, Md., defense heavy- 
weight that emerged this year from the 
merger of Lockheed Corp. with Martin | 


| Marietta Corp. and Loral Corp. 


For Boeing, the acquisition brings 
sorely needed capacity for its raging com: 
mercial-jet battle | 
with Europe's 
Airbus Industrie. It 
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forts to bolster-its ХО x 
defense business іп :. “ate 
order to counterbal- 


ance the boom-and- ° в 
bust cycles :of its’. | 
commercial-jet 
he Boeing agreed 

to acquire the de- · tonecip 
fense assets “of Harry есас 
Rockwell International Corp. for $3.2 bil: 


| lion. Boeing's aspirations to become а 
| major defense contractor were given: a 


further boost by the Pentagon in Novem: 
ber: Along with Lockheed Martin, Boeing 
was picked to develop а new generation of 


| fighter jet for all three services, beating 


out McDonnell, which nad described the 
contract as а ““must-win 

Under the te duos а ааа о out 
Saturday and announced yesterday, Boe- 
ing is offering $63 a share, to be paid out in 
Boeing stock, for each McDonnell share. 
That amounts to a premium of about 17% 


| above McDonnell's Friday closing price of 


$52 a share on the New York Stock: Ех: 
change (Boeing ended Friday at $96.75 à 
share on the Big Board). CS First Boston 


` advised Boeing, and J.P. Morgan & Со: 


was McDonnell Douglas s adviser on ше 


‚ деа]. 


Philip M. Condit, 55 years old, vil 
continue as chief executive of the vastly 
expanded Boeing Co., and he will succeed 
retiring Chairman Frank Shrontzin Febru: 
ary as scheduled. McDonnell's 60-year-old 
chief executive, Harry Stonecipher—a 25: · 
year acquaintance of Mr. Condit who is. 
said to have helped spark the. deal by 
quietly signaling interest in a new round of 
talks in recent months — will serve as Boe- . 
ings new presidant and chief operating .. 
officer. `- 

Mr. Condit pushed the process last 
week with an unscheduled Monday board 
meeting arid a serious overture. “I told the | 


board, "Things are starting to move here. - 


Either we are going to do something or же - ` 
are going to be stranded on the sideline,’ de 
he said in an interview. =. 
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With the deal now well under way, МЕС" - b | 


Condit says, "It certainly makes Us Z. 


Please Turn to Раде A6, Column 1 ^^ | 
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Boeing Agrees tó Acquire McDonnell 


slow-selling new 100-seat MD-95 plane. 

In one of his first utterances as Boeing 5 
designated president, Мг. Stonecipher 
says the company "wil meet all of our 

commitments" to develop and deliver 
those planes and others; ·. | 
agreeing to be acquired, McDonnell ! 
: Douglas has stemmed serious erosion in its | 
` stature among investors and the industry 
after a series of setbacks in both the 
commercial and defense lines. As well as | 
losing the Pentagon's só-calIed Joint Strike - 
Fighter contract, .it recently decided to 
drop plans to buiid a new generation of | 
commercial jet-the MD-XX.-In recent | 
weeks, McDonnell Douglas: shares have 
fallen: about-10% because of the'Pentagon- 
‘contract andthe contin pued weakness. it 26 
= Биз 1 nes 





m Continued From First Page 
major player on the global stage.” 

-Mr. Stonecipher says “either company 
could have done any number of deals that 
wquld preclude” the. historic agreement. | 
But he adamantly denies that McDonnell’s. 
linkage witlr Boeing is 2 move born of. 
desperation: The "two ‘companies had 
talked of a combination off and on for three 
years, he says, adding that "the deal, 1. 
have always wanted to do. is this deak” > 
People familiar with the negotiations s say- ^ 
the deal at опе point almost went awry. г: 
over what to са! Ше combined: company: -teant can execute the transition smoothly, 
In the end, thé t two Sides ee to: stick : | Boeing i is set to emerge with major added 
- [2 Strengths- The combined: companies will: 
xs 5. |-намесате enviable mixture of mature busi- - 
пос Ei BREE р 
nelk> Feng prospects 


final strength it provides.” 

With the transaction, Mr. Condit has 
bitten off an enormous added challenge at 
. what is already the busiest time in. Boe- 

ing's history. Boeing is struggling to keep | 
up with a huge boom in orders for its 
. commercial aircraft at the same time as it 
is completing a re-engineering of its manu- 
facturing processes. Digesting both Rock- 
. well and now McDonnell is likely to prove a 
xf major. test of the company '5 manage- 
ment. а ш 
— Yet, if Mr. Condit and hiš —— 
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per 1993. == "MAY 1994 ES : For Boeing's rivals in the U.S. апа} 
=. Lockheed Corp. acquires— =. Northrop Corp acquires Grum- Lockheed acquires te |. overseas; the acquisition raises fundamen”; 
= ` General Dynamics Corp. ا‎ man Corp. for $217 upon. bulk of the assets of tal questions about strategy: — *- + 1 


Loral Carp. in a transaction 
valued.at more than 


In the U.S., military- -aircraft’ and rocket : 


. "military aircraft business. fot T л> 
| maker Lockheed Martin suddenly faces 2: 


5 | | DECEMBER 1994. 
.'$1.52 billion. - an We "Жү. 


$ ` L T Мапа Marietta Carp. merges -$9 billion. | future in which it will no longer be thes 

š “APRIL 1993 ‚ Îtir Lockheed Corp. in а - | biggest force in aerospace, a title it gained. 

- ` Martin Mariettz r Corp... "t transaction valued at more ` DECEMBER 1395: E: 38 Ву leading the consolidation binge st ШУ 

- `acquires General Electric Co; | Pan $1 0 billion Boeing Co. acquires the «LE respeeding ahead in the industry. Howeve d 

. -aerospace s assets for ^ “2:2 | APRIL 1995 defense businesses of . ' :% - while both companies are big — and Е Е 

- :53.05 Бег. +. Ка zu Raytheon Co. acquires Rockwell International Corp. see themselves first as integrators of la 
аг S Q s.p ESystems for 523 Ша complex systems — Lockheed Martin has: 


for S3.2 billion 03 av 
= moved heavily into electronics, while Boe: : 

ing must now try to build that business: 

from? within. “We've grown. in different. 

directions,": says . Norman ` Augustine 

` Lockheed Martin's chief executive. “+ 


J : DECEMBER 1993 | ded ies 
ога] Corp: acquires ^ 

|" International Businéss 7" 

` - Machines. Corp;s federal 


DECEMBER 1996 i 
Boeing Co. and McDonaell 3 : 
Douglas Corp. agree to- — '^- 


"| MARCH 1996 ` 
Northrop Grumman Corp. 
acquires defense electronics . 


| "systems: division fog cs os | assets of Westinghouse join forces in a transaction . = H! = 
CP — p for = billion I valued at $13.3 billion. - > =: АЕ | Анат an Aüctión— EE. | MORES 


Raytheomand] Northrop G "Grumman По. 
find they alone areleftin an ‘all-out duel for 






” 57 billion: . EN 
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" related issues, 


their assent to. the acquisition perhaps.: zn 


early as next summer. Paul Kaminski, the 
Pentagon's undersecretary "forz-acquisi- 
tion, expressed strong support for : the 

merger, noting that beyond some rocket- 
“nothing: really. major 
comes to mind." Federal antitrust officials 
are likely to review with care the two 


companies’ overlapping interests, which : 


range froni helicopters and space-launch 
rockets to (де. manufacturing , of гадаг- 
evading "stealth composite materials. . 


“Still, Boeing’s acquisition of McDonnell ` 


is ‘exactly’ the: sort of consolidation that 
Defense Secretary William Perry has been 
saying is needed in the defense industry. 
‘Attractive Features’. | 
-.“] think it creates somebody | to match 
the 800-pound gorilla that Lockheed Martin 
has created," says Dennis Trosch, who 
until earlier this:year was one-of the two 
Pentagon: officials who. performed anti- 
trust reviews, апаз who currenti serves on 
& Pentagon panel examining "vertical inte- 
gration in the defense industry. Не. adds 
that from thé Defense Department's point 


largest US exporter." 


to rt through even some basic décisions 
for meshing operations. They nonetheless 
expect to save about $1 billion annually by 


combining the companies, while averting’ | 


large scale layoffs because the merged 


enterprise is growing quickly. 
-Chairman John McDonnell, whose fam- 


‘ily ran McDonnell Douglas for 29 years, 
` says the new entity will be the world's 
a strongest, * broadest, most ad- 


"frm and "by far. fhe |: 


- "== v. 


Clearing a Hurdle: qme uet a. 
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It remains to be seen how the transac” |: 
. tion — the biggest defense deal in history | 
and the 10th biggest U.S. merger overall’ f~ 
. will affect McDonnell's existing commer- 


cial-jet business. Just weeks ago, Mr. 
Stonecipher helped clear one key antitrust 
hurdle by announcing that he no longer 
views the Long Beach, Calif., Douglas 
Aircraft unit asa potential “major player" 

in the jetliner-making world. Earlier this 
month, Douglas. Aircraft agreed to help 
design and ‘assemble Boeing's largest 


planes. Being part of Boeing may rescue | 
Teorias ` Aireraff’s тета пе ` 


‘as much as $12.billion In-prized weapons | 
.and defense-electronics: holdings that are. 
expected to һе auctioned об by Téxas:: | 
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determined to shed its defense and амі“ 

| parts assets, winnowing. itself back tifa 
leading role in: the - satellite -businesses.- 
. Along with Hughes, · 
 which-recentiy put its missiles ànd: в 

.fensé-electrünics unitup NN = 


` Raytheon-badly needs | to sort out its awa 
fate With a ma major move, some "analysts and" 
experts sugges&that. Northrop Grummam. 
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Aresa, racing tne rapid епа or nis com- 
рапу'5 work building B-2 bombers, has 
been aggressively moving to bolster de- 
fense-electronics lines with this year's 
acquisition of some Westinghouse Electric 
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Corp. holdings and other moves. But much BOEING `. : ют MCOONNELL DOUGLAS 
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failure to acquire the Hughes holdings may $5.58 billion | . — ВИШТАНУДЈЕРЕНЗЕ $10.08 billion (military 
ultimately push Northrop Grumman into || . (defense and space) REVENUE aircraft and other defense) 
Poux ss DDR n and other defense) .. 






_ the Boeing сатр. А spokesman for Los. 
Angeles-based Northrop has declined to | 





.. 5393 million K. s НЕТ EARRINGS 5416 million loss? 






















comment on merger and acquisition L| ~ $723 Шоп 77 BACKLOG __ $19.54 billion 
plans... CE "Io , (ош contractual} ' “(frm) |; б “ш 
Boosting БАЕК. US n ` 105000. M ILS. ` 63612-. 


~ The = Boeing-McDonnéll ` "Combination 
would be especially strongly felt in Europe, . 
ratcheting: up pressure ou;the Airbus Іп-.& 
dustrie consortium, the “worid’s second- 
os ud maker of commercial airliners. 
: our Airbus partner: compaiiies-Biav e 
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still have a lot of government: interfer 
ence." „The. French government s. recent. 
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generation light fighter. ‘The Douglas Air- 
гатай. commercial jet: unit will become an! 
 armrot Boeing's müctrlarger airliner divi- 
_ Sion. The « combined company will base a 
space-produtts. division” at Seal Beach, 











EC. needs rans fie Europea lan the E E "the Combinations taking shape on this: side 
aircraft's estimated 58 Billion to 515 billion "об the Atlantic," says Philip Az: zÓdeen;: à | 


.in devel t costs 22°: former Pentagon official and | president 
eet ane x 42 Капа CEO of BDM International Inc. etel where the two, wil merge work on 
' Stricter Cost Controls. te Je ets and the: international Space E 


tion. 

For the: moment? ‘Boéing’s expansion 
plans are being greeted with awe by rivals 
including Lockheed Martin, which until 
>» now was the. undisputed. ‘defense heavy- 
weight. "We're:just the little guy now," 
jokes Mr. Augustine, eae Martin's 
schief executive ~. 

DE —Steven Lipin, Charles Goldsmith 


Analysts. sif |. The planned acquisitions of McDonnell: 
z tors are loath 1o ‚ and Rockwell will shift Boeing back toward | 


pump money: into" the big Airbus’ plane: 
АЗХХ its roots as a: major. military contractor. 
сре рыр unless Airbus becomes a - The’ “Navy bought its first few. aircraft, 


DAT зы лон ш Дрвени s “ -made of wood and fabric, to train seaplane 
marketing: ‘operation; and each partner -pilots before World War^I. “Through. the 
19205 and 1930s, Boeing gained fame:as.a; 


company is responsible. for its own ac- 
part "Daimi builder of agile single-seat fighterszFater— 
counts. The Airbus in e S | it assembled the lumbering B-1T-and B-29 - 


.Benz Aerospace Germany and A дыг арй 
spatiale SA of ‘each ha stes |. bombers that paved the жн forte CARES | "2. Thomas Е. Ricks contributed | 
Stake; British Aerospace PLC. with 299; | Win World War Ies >с: LE LEAN LES. (othisaride. | 
and ( Construcciones: Aéronauticas SA ot. i = 
Spain, with 42%. ^. ^ 


*^'On: the ‘commercial ‘aircraft sid 
McDonnell Douglas was no longer a threat? 
-and.hadn't been a threat for a long timg” | 
. Says a'spokesman at Airbus headquarters · 
ш Toulouse, France.-"For customersto- 
- day's announcement ашу E пат ЈЕ 
ation: It's Boeing or us. „а ит 
Firm Orders. 5-35 Ext -: E у 
“The three major. jetliner makers said | 
` Friday that their firm orders. this year | 
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have characterised the battle as one against 
American hegemony in a "strategic" indus- 
try, and they add that Boeing's airliners 
have been subsidised indirectly by the 
American defence budget. 

This struggle, like many other wars of re- 
ligion, is quite capable of inflicting "collat- 
eral damage” on innocent civilians. The 
events of the past few weeks nearly sparked 
offa transatlantic trade war that could have 
damaged businesses that had nothing todo 
with aerospace. How did this come about? 


Any account of the civilaircraft industry ` 


DAR ` From beggars to jumbos 


Peace in our time 


Europe and America have averted a fight over trade by signing the Peace of 
Brussels. Boeing and Airbus can now continue their own Thirty Years' War 


OTHING peps you up more than win- 
ning a fight. When he announced on 
July 23rd that the European Commission 
had approved in principle the planned 
merger between two American aircraft gi- 
ants, Boeing and McDonnell Douglas, 
Karel Van Miert, the Belgian competition 
commissioner, glowed with satisfaction. 
Despite intense political pressure from 
Washington, culminating in threats of a 
trade war, Mr Van Miert had gone to the 
wire to force extra concessions from 
Boeing. On July 22па he was still saying 


that he would block the deal. Then Boeing 


blinked, and offered one more concession 
to win the commission's approval, which 
will be given formally next week 
Although the American company pro- 
claimed it a “happy day for the people at 
Boeing", it was clearly annoyed to have 
been pushed so far. Its merger with McDon- 
nell Douglas was, after all, primarily about 
the American defence business. America’s 
Federal Trade Commission (Frc), which 
Boeing said was the “prime regulator”, had 
approved the deal unconditionally on July 
ist. But what will annoy it most in the long 
run is that Boeing has had to surrender a 
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bus, they have been at each 


.the economic heresy of 


vital piece of ground to Airbus Industrie, 
the European consortium which is now its 
sole competitor in civil aircraft. 

Naturally no politician wants to see the 
events of this week that way. Mr Van Miert, 
for instance, likes to insist that he raised his 
sword only to safeguard the interests of Eu- 
горе’ passengers and airlines (even though 
the Americans now see him as Airbus's pro- 
tector} The Frc bridles at the idea that it 
sees Boeing as some kind ofnational cham- 


pion—even though it per- i 


mitted potential abuses 
that Mr Van Miert vetoed. 
As for Boeing and Air- 


others tailplanes ever 
since the late 1960s; it was 
then that Boeing invented 
the jumbo jet and Euro- 
pean politicians began to 
pour government cash into 
the Airbus consortium. The 
Americans like to see the 
struggle as a battle against 


subsidised competition. 
Europeans, by contrast, 





must begin with the caveat that ithas never 
had free and fair competition. The avil-air- 
craft industry is the most politicised in the 
world—apart from the defence industry, to 
which itis joined at the hip. Itis an industry 
in which President Clinton can cal] King 
Fahd of Saudi Arabia to urge that America's 
flag-carrier should re-equip the Saudi fleet 
with aircraft made in the country that 
saved the kings hide in the Gulf war. 
Boeing and McDonnell Douglas duly 
cleaned up in a deal worth over $6 billion. 
European politicians have done thé same, 
though usually to less effect. 

The original reason why the Europeans 
banded together to take on Boeing through 
Airbus was a good example of industrial 
policy in action: they worried that Атеп- 
ca's big three civilaircraft manufacturers 
would simply close down Europe’s weak 
and divided industry. Boeing, McDonnell 
Douglas and Lockheed (which withdrew 
from the civilian side in 1981) enjoyed the 
benefits of a huge home market, which 
meant their exported aircraft were cheap. 
This irked the Europeans, who took pride 
in the fact their continent had invented the 
first jet engine, the first jet airliner and the 
first supersonic airliner. Hence the deci- 
sion to start pouring money into а subsi- 
dised Airbus in an attempt 
to buy a larger piece of the 
airframe business. - 

For a long time it 
looked like money down 
the drain. One American 
economist described it as 
"both a beggar-thy-neigh- 
bour policy and a beggar- 
thyself policy for Europe". 
But recent economic stud- 
ies suggest that Europe 
might make an Overall 
profit from the venture, at 
the expense of Boeing 
shareholders. Airbus has 
sales of around $9 billion, 
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A growing family 
Number of Airbus orders — 
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and. overall profits of around. $1 billion а 
year. If it were an ordinary company (rather 
than a consortium), it could drive costs - 
down much more. Lehman Brothers, an 
American investment bank, values the 
company—were it to be floated—at be- 
tween $15 billion and $20 billion. 

There have been. two big ef ` `“ to force 
Boeing and Airbus to fight pur- эттег- 
-cial battles. The first peace пег: was con- 





Distrustful 


OW did the Europeans ever get into 

a row over a merger between two 

such all-American companies in the first 

place? The ЕШ» involvement smacks, 

surely, of the same extra-territoriality that 

Europeans;howl about when America 

seeks to penalise companies that trade 
with Cuba or Iran. : 

The ru's merger regulation of 1989 
makes EU approval necessary for any 
merger involving companies with a com- 
bined worldwide turnover of 2.5 billion 
ecus ($2.7 billion), and a combined Euro- 
pean turnover of 100m ecus. It does not 
matter where the firms are based. 

Thecommission has to pronounce on 
whethera merger is compatible with the 
common market”. If not, the merging 
companies must offer “remedies”, typi- 
cally the sale of some European produc- 
tion facilities or other assets—an impossi- 
| bility in Boeing’s case, since it has few 

assets in Europe. If the commission 

deems the remedies insufficient, it can 

block the merger in Europe. The compa- 

nies may appeal to the European Court of 
| Justice. But if they ignore the commis- 
sion’s ruling, they can be fined up to 10% 
of their global turnover. 

There are two problems in the EU's 
merger regime. The first is how to keep 
politics out of what should be an objec- 
tive process. The other is what to do when 
regulators in different countries disagree. 
In 1991 the EU and the United States 
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tained in a special section, written 
into the Tokyo round of the GATT 
treaty in 1979, forbidding uneco- 
nomic pricing for airliners. This fob- 
lowed a nasty skirmish in 1978 when 
the administration in Washington 
came close to imposing ana-dump- 
ing duties on Airbus aircraft ed 
by Eastern Airlines, and refrained 
only after desperate pleading from 
the airline. 

By the early 19805, with the Air- 
bus АЗОО now winning about half 
the business for wide-bodied jets, 
Boeing started complaining pub- 
licly about the $10 billion that had 
gone into subsidising Airbus. Ron- 

ald Reagan made a speech calling for “fair 
trade” and cited Airbus as one example of 
violations of trade agreements. But Boeing, 
conscious that Europe was a big mar’ — 
between a quarter and a third ofthe» 1 
total—refrained from filing a formal anu- 
dumping suit because it did not want to be 
shut out of Europe by retaliation. 

The second peace treaty was a bilateral 
deal, signed by the Europeans and Ameri- 





signed a co-operation agreement The two 
sides now exchange information and co- 
ordinate timetables, usually allowing the 
"home" regulator to adjudicate first. 
Until the Boeing case, this seemed to 
work, even for multinational cases. In 
1991 the EU blocked the takeover of De 
Havilland, a Canadian turbo-prop air- 
craft maker, by two European firms. The 
commission approved à merger of two 
American makers of tissues and lavatory 
paper, Scott and Kimberley-Clark, but 
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Van Miert's rule 


cans in 1992, which limited so-called 
"launch aid" (ie, money to help develop a 
new model) to 33% of the total develop- 
ment costs of an aircraft. It also stipulated 
that the aid would have to be repaid with 
Interest within 17 years. This treaty has 
worked to the extent that it put an end to 
most of the squabbles over subsidies to ex- 
isung aircraft, but it only opened up a new 
phase of much more complicated war- 
tare—over superjumbos. 

‚ Boeings jumbo jet has been a licence to 
print money: the company makes $45m on 
each of the $isom-jets that it produces. But 
the jumbo is ageing, and Airbus has always 
been keen on building an alternative. Soon 
after the 1992 treaty, Boeing came up with a 


Ги T "m 


brilliant tactic. Under the flag of peace, it _ 


started talking to the four parent compe- 
nies of Airbus—France's Aérospatiale, Ger- 
many's Daimler-Benz Aerospace, British 
Aerospace and СА$А of Spain—about 
jointly developing a huge superjumbo 
carry around 800 people. 
Phil Condit, Boeing's current boss, has 
always insisted that this was an honest at- 
tempt to have a joint effort in a narrow 


only after forcing them tosell some opera- 
tions in Britain. The American authorities 
similarly imposed tough conditions on 
the merger of two Swiss drug firms, Ciba- 
Geigy and Sandoz. 

There are important differences be- 
tween the two systems. The Americans no 
longer worry about sheer size; instead 
they opt for a careful analysis ofthe prac- 
tical effects of a merger. The Eu rules re- 
quire the commission to take into consid- 
eration “the economic and financial 
power" of the merging companies—a 
vaguer formula, 

The mechanics also differ. The РТС 
cannot directly block a merger; it looks 
for reasons to challenge it in court. The 
Americans have more scope than the Eu- 
ropeans for approving a merger subject to 
monitoring the behaviour of the com- 
pany, something the Frc said it planned 
todooverBoeingsexclusivecontracts. | 

Yet none of this explains how the two 
regulators could reach such opposing 
conclusions. The market was the same 
worldwide one for large civil aircraft. The 
competition issues should have been rela- 
tively clear-cut But the lethal cocktail of 
politics, national champions and de- | 
fence interests ensured it turned into a 
blurred, politicised mess. 

Could a world referee avoid such | 
problems? The European Union wants 
the World Trade Organisation to look at 
competition policy. But neither the Euro- 
peans nor the Americans would welcome 
a third party over-ruling them. More 
messes seem inevitable. 
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market. But the chief executive of Airbus, 
_ Jean Pierson, suspected it was а ruse to de- 
stabilise Airbus and delay work on Airbus's 
own superjumbo. The co-operation уеп- 
ture fell apart in 1995 when the two sides 
found they could not work together. 


Since then Boeing has unveiled plans to 


tartup the 747, increasing its range and pas- 
senger capacity, while Airbus has hawked 
its Азхх, a double-decker carrying 600 pas- 
sengers. The airlines have been less-than- 
enthusiastic about Boeings revamp, 
though they are intrigued by Airbus's offer 
of a 600-seater that claims to be 20% 
cheaper to Ву than today's jumbos. АП the 
same, in terms of sales overall, Boeing re- 
tains its dominance. Though Airbus signed 
more orders than Boeing in 1994, Boeing's 
market share is now back up to 70% and 
rising (Airbus has about 30%). . 


The Battle of Brussels 
Itwas against this background that Mr Van 
Miert stepped in to examine the Boeing- 
McDonnell Douglas merger. He immedi- 
ately protested about three elements of the 
partnership—each of which Boeing has 
now gone some way to meeting. 

The first was the new firm's dominance 
of the market for large airliners, put at 70% 
by Boeing (on the basis of recent orders), 
butat 84% by the commission (on the basis 
of existing fleets). The commission wanted 
to make Boeing sell McDonnell Douglas's 


civil business altogether, but was рег. 


suaded that there was no likely buyer. In- 
stead, Boeing has prom- `: Е 
ised not to abuse its new 
dominance; and to main- 
tain the civil-aircraft busi- 
ness of McDonnell Doug- 
las as a legally separate 
entity for ten years. 

The commission's sec- 
ond worry was that 
Boeing’s civil business 
might enjoy defence “spill- 
overs” from McDonnell 
Douglas. Boeing offered to 
license any patents ob- 


_clares proudly that “all ele- 






There was justice in that view, since the 
contracts would have existed even without 
the merger. All the same, the firm has now 
given an undertaking not to sign any new 
exclusive deals for ten years; and not to en- 
force the deals it has 
signed. Mr Van Miert de- 


ments of exclusivity have 
been removed." 

Why make such a fuss 
about the exclusive con- 
tracts? At first glance, the 
20-year pacts signed witht 
American Airlines, Delta 
and Continental seem per- 
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have been to scupper the A3xx project. That 
would have meant victory for Boeing. As it 
is, airlines that want simply to use Boeing 
aircraft will sull go on doing so, but at least 
Airbus now has a chance to flog them a new 


perform Boeing's ageing 
jumbo technology. 


The third protocol 

Why did Boeing cave in at 
the 11th hour? It had clearly 
hoped that, under political 
pressure, the commission 
would crack first Klaus 
Kinkel, the German foreign 


fectly reasonable deals be- minister, perhaps rein- 
tween consenting adults. ` forced this by saying that 
Why, after all, should anti- “we cannot let a trade war 
trust authorities care if air- š, happen just because the 
lines сап get a better deal ... Condit may win next concerned parties have lit- 


and Boeing can cut its costs 
through long and predictable deliveries? 
The question seems particularly acute see- 
ing that, at first sight, there seems to be very 
little in the exclusive-contracts issue for Air- 
bus: none of these airlines (which them- 
selves sought the exclusive deals with 
Boeing) has shown much interest in buying 
Airbus aircraft 

The answer is that the aerospace indus- 
try does not fit the textbook model of per- 
fect competition. It has what economists 
call increasing returns to scale and huge 
barriers to entry. It takes at least 12 years 
and $15 billion to take a new airliner from 
| drawing board to test 
flight. The rore orders re 
ceived, the more widely the 
huge development costs 
can be spread, bringing 
down the unit cost of an 
aeroplane with each one 
that comes off the line. 
Each doubling of produc- 
tion is reckoned to cut a 
fifth off the cost. There are 
also benefits of scope in 
that technology can be 
spread across a family of 


tained from defence con- B k: | products—a trick first spot- 
tracts and to provide more Pierson won thistime... ted by Boeing, enabling it 
information about its de- to streak ahead of its rivals. 


fence work. Extra transparency is always 
helpful, though it might not help much be- 
cause the concession explicitly excludes 
classified information. 

But it was the third concern that nearly 
derailed the merger. This was the exclusive 
20-year contracts that Boeing had struck 
with Delta, Continental and American Air- 
lines. The commission reckoned that these 
would shut out Boeing's only competitor 


(coincidentally, Airbus) from a chunk of 


the American market. 

Boeing retorted that the deals had noth- 
ing to do with the merger, so the commis- 
sion had no business questioning them. 
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All these economies affect Airbus's deci- 


sion about whether to go ahead with 15. 


АЗХХ super-jumbo. Boeing's exclusive con- 
tracts forbade the three airlines in question, 
which together accounted for around 1% 
of demand for airliners, from talking in 
any serious way to Airbus about future pro- 
jects. That would have reduced the poten- 
tial market for Airbus considerably, forcing 
the consortium to load more of the upfront 
costs on the price of each aircraft which in 
turn would have deterred any airline from 
buying them. : 

The upshot—especially if more exclu- 
sive contracts had been signed—would 


tle notion of reality" But 
there was political pressure on Boeing too, 
including from the White House, as it be- 
came obvious that the commission was not 
going to give way. 

[t is conceivable that the current fracas 
could pave the way towards yet another 
peace treaty. Mr Van Mierts insistence that 
Boeing be more transparent on military 
spillovers should make it easier for the Eu- 
ropeans to quantify the indirect subsidies 
they think Boeing is receiving. They have 
been complaining that the Americans have 
breached the 1992 deal in this respect- and 
want to renegotiate it. In theory, this might 
be the basis fora new deal. 

in practice, that will not be easy to 
reach. The Americans, having taken a 
knock this week, might well think it is ume 
to tighten the screws on Airbus once again. 
After all, although state aid is limited by the 
bilateral deal, it is still repaid only as a roy- 
alty on sales. This means European govern- 
ments still share a third of the risk of new 
airliners developed by Airbus. 

One irony is that, while Airbus has been 
focusing on lobbying Brussels against 
Boeing, another merger in America could 
do it almost as much harm. Lockheed Mar- 
tin, America's biggest defence company 
which (out of enmity to Boeing) has looked 
on Airbus as a potential partner, is now 
merging with Northrop Grumman, ап- 
other American firm. Thanks to Northrop, 
Lockheed will now make 40% of the air- 
frame of the 747 (by weight) This means 
that Lockheed is going cool on earlier plans 
to join the a3xx as a risk-sharing partner or 
even take a stake in Airbus. 

Put another way, Boeing may have lost 
ground in Brussels, but it could have con- 
verted Airbus’s most important ally to its 
cause. It was ever thus. Within 60 years of 
the Treaty of Westphalia that ended the 
other Thirty Years’ War, Europe was in 
flames again. 
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product which could out- 
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BRUSSELS, May 16 — Who is 
Karel van Miert, and why is he 
declaring war on the Posing Compa- 

. ny? - 

· Asthe Seattle-based aerospace gi- 
ant pushes to complete its $14 billion 
takeover of the McDonnell Dougias 
Corporation, the biggest roadblock 
is suddenly being posed by a feisty 
European: official who has bluntly 
branded the deal “totally опасен 
_ able." 

The official is Karel van Miert, a 
55-year-old former Belgian Socialist 
who is the European Commission's 
Minister for. Competition and, de ` 
. facto, the Continent's top. antitrust .- 
authority. Few Americans have 
heard of him, but that is changing 
fast, especially in corporate board . 
rooms. | 

On Wednesday, Mr. van Miert is- 
expected to hand Boeing a list of 
“objections” to the McDonnell 
Douglas deal. Never mind that the 
takeover involves two American 
companies, or that his biggest objec- 
tion sterns from two long-term sales 
contracts that Boeing recently 
reached with two American airlines. | 

"If any deal has an effect on the 
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Eos Threatened, ‘Sees Trade War às 7 


= marketplace, then the ju- 14 


` risdiction is within our territory,” 
said Willy Helin, Mr. van Miert's 
spokesman. “We don't.give a damn 
about extraterritoriality." ` 

[On Tuesday, Mr. van Miert met 
with British officials and reiterated 
"his hard line against the proposed 
marketing alliance between British 
Airways and American Airlines, a 
subsidiary of the AMR Corporation. 
Mr. van Miert has complained that 
it would eliminate competition on 
many routes between the United 
States and Britain] .- . 

- It is.in the Boeing and McDonnell 
Бабине case that Mr. van Miert is 
flexing his muscles for a showdown 


with both the, United. States aero- 
space industry апі; -very likely, ће 


-- United States Government. ` 
In numerous public comments, ће 
has warned that the creation of an 


` aerospace.goliath would endanger 


competition in Europe, especially 
for Airbus Industrie, the European 
aircraft consortium based in Paris 
that competes with Boeing and Mc- 
Donnell Douglas. If Boeing fails to 
address his concerns, Mr. van Miert 
has threatened to block the deal or 
impose fines of up to 10 percent of 


Boeing's revenues, or about $4 bil- 


Continued on Page 4 
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MERGER OF LEADING 2 
PLATINUM MINERS to 
(1996) " TE 
съ. Citing athreatto 2... _& 
` competition; blocked — 
~ 


`` ва merger of units of , ` 
Lonrho P.L.C. of Britain 
and Gencor Ltd. of _ 

` South Africa that ~~ 
вата would have 
controlled 63 percent 

of the world market. 


G.E. SALE OF COM- 
PRESSOR BUSINESS 
"e SHARES (1995) 

b ^. 4 Blocked General 
Ж Electric's sale of its 
stake in an Italian manufacturer to two 
American companies, Dresser Industries 
and Ingersoll-Rand, over concerns about 
market concentration in the natural gas 


supply Ар 
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SCOTT PAPER ` 
MERGER (1992) 
. Persuaded the two 
‚ American . 
companies, which 
: ` otherwise would have 
- ` . controlled. significant 
°. portions ofthe ` 
. European market, to 
"У 'sell.some European - 
" businesses. - 
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V (2995). 

-.; Ordered Germany to 
slice more тт: $i billion: from a $7.8 billion 
aid package for eave a ! petrochari- 
cal complex. ' 
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sion. 


‚ For American companies, the case 


*jiighlights the lengthening reach of 


“the European Union as Europe acts 


+ increasingly as a single political enti- 
ty. But experts say Mr. van Miert’s 
. higher profile is a result of the inev- 


"У т Ere 


:“itable clashes that come with the rise 
An international trade. 


Whether the United States tries to 
block European companies from do- 


ing business with Cuba or Iran, or 


+ Europe tries to enforce an internal 
rban on hormone-treated beef from 
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¿American cattle farmers, interne- 
:- tional disputes over conflicting nz 


“tional policies are piling up. And 
r there аге few 
ance. . 
`". The whole issue of extraterritori- 
-ality is a vexing area, and it is one 


precedents for guid- 


that is going to get worse," said 
Michael Hodges, senior lecturer in 
international relations at the London 
School of Economics. “Having dealt 
with many of the issues between 
borders, we are now looking at issues 
behind the borders." 

The looming fight over Boeing 
could easily engulf the Clinton Ad- 
ministration. Although the Federal 
Trade Commission is not expected to 


. decide the antitrust issues until next 


month, the United States Govern- 
„ment has already approved several 
"big mergers within the nation's 


‘shrinking ! military and aerospace in- 


dustry. And Mr. van Miert has al- 


ready attracted warning growls 
from Boeing's home-state senators 
„апа from Vice President Al Gore. 

“Маце Mr. van Miert has been 
‘quick to object, his bark is often 
"worse than his bite. Indeed, most 


disputes that he initiates are eventu- 


-aliy settled through negotiation and 
-compromise rather than by taking 
‘companies to court. Of roughly 500 
"mergers that his office has reviewed, 
only 7 have been blocked outright. 
.` Just this week, his office approved 
-with only minor changes British 
-Telecommunications’ 
‘MCI Communications, the second- 
largest long-distance telephone car- 
„пег in the United States after AT&T. 
But two years ago, he pressed the 
:Kimberly-Clark Corporation and 
"Scott Paper to sell off some of their 
“European businesses as a condition 
for approving their merger. 


takeover of 


* He has also provoked sputtering 


-indignation from London to Bonn. He 


infuriated the British Government 
last fall when he first threatened to 
block the proposed alliance between 
British Airways and American Air- 
lines. He also outraged German Gov- 


ernment officials by challenging sub- 


sidies to Volkswagen in eastern Ger- 
many as well as state aid to areas in 
western Germany. And he has chas- 
tised the French Government for its 
billion-dollar bailouts of state-owned 
companies like Crédit Lyonnais, the 
troubled bank. 

In the Boeing and McDonnell 
Douglas case, European officials 
have made it clear that they do not 
expect to veto the proposed merger 
outright. Rather, they suggest, the 
goal is to get Boeing to address their 
worries about particular business 
practices. 

The European Commission must 
make a final decision on the merger 
by late July. If it vetoed the deal, and 
the Federal Trade Commission ap- 
proved it, the fight would probably 
shift to the World Trade Organiza- 
tion in Geneva, 

Mr. van Miert seems to relish con- 
flict. А tough-minded politician who 
once headed the Belgian Socialist 


^^ 
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А tough fight with 
someone who 
seems to relish 
conflict. 


Party, he has become one of the most 
powertul figures within the sprawl- 
ing bureaucracy of the European 
Commission, the executive arm of 
the European Union. His attacks on a 
wide range of anti-competitive prac- 
tices and on Europe’s mountain of 
subsidies for industry have generally 
won praise as tough and honest. That 
is no small feat, since every country 
in the European Union has sacred 
cows that it wants to protect. 

With a staff of more than 100 peo- 
ple, Mr. van Miert oversees a stag- 
gering volume of activity. His minis- 
try reviews all major mergers that 
involve European companies as well 
as a few that do not. It also investi- 
gates allegations of price-fixing and 
a wide range of attempts to stifle 
competition, much like the United 
States Justice Department and Fed- 
eral Trade Commission. (The Jus- 
tice Department and the F.T.C. to- 
gether employ an antitrust staff of 
more than 1,100 people.) 

In theory, Mr. van Miert can make 
life miserable for those who refuse to 
obey his rulings. But as a practical 
matter, he follows the opposite of the 
dictim made famous by Theodore 
Roosevelt by talking loudly and car- 
гупе а small stick. 
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In Germany, for example, the Gov- 
ernor of the eastern state of Saxony 
Was outraged that Mr. van Miert 
blocked a package of subsidies for 
Volkswagen to build a new automo- 
bile factory. Mr. van Miert said he 
had already approved big subsidies 
for Volkswagen and was drawing the 
line at more. The state of Saxony 
went ahead anyway and Mr. van 
Miert prepared to take the state to 
court. Over the next several months, 
however, the two sides worked out a 
compromise that reduced but did not 
eliminate the subsidies. | 

In the British Airways deal with 


American Airlines, Mr. van Мей. 


argued that the two airlines would 


control a majority of the coveted - 


landing slots for flights between the 
United States and Heathrow Airport 
in London. The British Government 
has been content to let the airlines 
sell off many of these slots in order to 
lessen their dominance, but Mr. van 
Miert contended that they should 
give the slots away and said he would 
take the British Government to 
court. 

The fight has been hanging in lim- 
bo for several months and remains 
unresolved. 

The Boeing case is likely to be 
much tougher. Boeing now sells 
more than 60 percent of the world's 
commercial airplanes, while Airbus 
has captured about a 30 percent 
share. McDonnell Douglas, which 
had about 20 percent of the market 
10 years ago, is now a negligible 
player with only about 4 percent. 
Most of McDonnell Douglas's busi- 
ness is in military aircraft, an area 


-where Boeing is relatively weak. 


Mr. van Miert's focus has been on 
the commercial aircraft market. In 
particular, he has complained re- 
peatedly about Boeing's two recent 
contracts to become the exclusive 
supplier of planes to American Air- 
lines and Deita Air Lines for 20 
years. 

He said such contracts would be a 
grave threat to competition in gen- 
eral and Airbus in particular. “These 
agreements are totally unacceptable 
because they eliminate Airbus as a 
rival for at least the next 20 years," 
he said last week in Stockholm. 

. Boeing and McDonnell Douglas ex- 
ecutives argue that Mr. van Miert is 
merely protecting Airbus. The com- 
petition in commercial aircraft had 
already been reduced to Boeing and 
Airbus, and company executives ar- 
gue that Boeing's acquisition of Mc- 
Donnell’s military business would 
not change the balance. They also 
defend their airline contracts, as- 
serting that the contracts were 
awarded through open competition 


and that Airbus had itself signed an | 


ection Irks U.S. on Boeing Deal 


exclusive long-term contract 
U S Airways in 1996. 

"Its obvious he wants a war," 
Harry C. Stonecipher, the president ` 
and chief executive of McDonnell 
Douglas, said in Washington last 
week, ` 

In Brussels, headquarters of the 
European Commission, Boeing offi- 
cials have lined up numerous Euro- 
pean attorneys and argue that Mr. 
van Miert has wandered out of 
bounds. “At least from the U.S. side, 
this looks like an extraterritorial at- 
tempt to impose European law," said 
Ray Waldman, Boeing's vice presi- 
dent for international business. 

Mr. van Miert dismissed Boeing's 
warnings of a possible trade war as 
"totally nonsensical" ` 

But the issue is reverberating in 
the United States. Members of Con- 
gress from Washington State sent 
Mr. van Miert a letter last week 
complaining that he had prejudged 
the issue and was trying to protect 
Airbus — charges that Mr. van Miert 
vehemently denied. 

Meanwhile, Vice President Gore 
fired a warning shot of his own. “We 
haven't been bashful about our advo- 
cacy of the rights of American busi- 
nesses oveseas," Mr. Gore said earli- 
er this month. “We will be watching 
the outcome of their де егг 
extremely carefully, and we wil. 
whatever action is appropriate to 
assure justice and fairness." 
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Europe's 
Corporate  - ‚з | 


Тга с Сор = 
| ALLIANCE BETWEEN DEUTSCHE TELEKOM, 
Under the FRANCE TÉLÉCOM AND SPRINT (1995) 























leadership Conditioned approval on a promise by 
of Karel van France and Germany to open their. . 
Mierf, the telecommunications markets and delay 
| European . joint ventures in data networking. = .. ^ | 
| Commission's competition : | 2 ee? ! | 
ministry has challenged ди ыны sasa 
government subsidies for . е ANE 
business and-aggressively 


Fa “intervened i in mergers and 
#1 бег deals.— even when 

" по European companies 
 were-involved. Here аге 
' some examples: ` 


“DOUGLAS (1997) | 
`, Objects: to Boeing's. : wih 
~ exclusive long-term... ` 

. . contracts to supply 
‹ "planes to American 
= Airlines and Delta Air 
Lines as potentially 
anti-competitive for 
Europe's Airbus 
Industrie. 





BRITISH AIRWAYS : 
ALLIANCE WITH i 
AMERICAN AIRLINES 
(1997) 

Objections focus on 
the carriers’ contro] of a substantial share of 
Heathrow Airport landing slots for flights 
between the United States and London. 





BRITISH TELECOM 
TAKEOVER OF MCI 
(1997) 

Deal approved, 
despite concern that 
the combined 
company would 
dominate some ` 
international phone 
routes. | 
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BRITISH ' : 
` SODA-BOTTLER 

;TAKEOVER (1997) 

Unconditionally 

cleared the acquisition 

by Coca-Cola 

Enterprises of Britain's . 
biggest bottler, Coca-Cola and Schweppes 
Beverages Ltd. 
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CHAPTER 






UNFAR COMPETITION 


E 


INTRODUCTION 


This chapter discusses certain legal rules that limit 
free competition by allowing civil. recoveries for 
abuses of that freedom. These abuses are: (1) 
patent. copyrighr, and trademark infringement; (2) 
те misappropriation of trade secrets; (3 ) the inten- 
tional torts of injurious falsehood, interference with 
contractual relations. and interference with pro- 


spective advantage; and (4) the many forms of . 


unfair competition attacked by section 43(a) of the 
Lanham Act. Indeed, the term unfair competition 
describes the whole chapter. In general, competition 
is deemed unfair because: (1) it discourages cre- 
ative endeavor bv robbing creative people of the 
fruits of their innovations, ог (2) it renders commer- 
cial life 100 uncivilized and indecent for. the law to 
tolerate. 





PATENT, CorvRiGHT, AND 
TRADEMARK INFRINGEMENT 


Patents 


А patent can be regarded as an agreement between 
an inventor and the federal government. Under that 
agreement, the inventor gets the exclusive right to 
make, use, and sell his invention, in return for 
making the invention public by giving the govern- 
ment certain information about it. The patent hold- 
er's (or patentee's) monopoly encourages the cre- 
ation and disclosure of inventions by stopping third 
parties from appropriating them once they become 
public. However, third parties may develop the 
invention in ways that do not interfere with the 
patentee's rights. 


What Is Patentable? Ап inventor may patent: 
(1) a process (as described in the following. Dia- 
mond case), (2) a machine, (3) a manufacture or 
product, (4) a composition of matter (a combination 
of elements with qualities not present in the ele- 
ments taken individually, such as a new chemical 
compound), (5) an improvement of any of the 
above, (6) an ornamental design for a product, and 
(7) a plant produced by asexual reproduction. Natu- 
rally occurring things (e.g., a new wild plant) and 
new business methods (e.g., an innovative account- 
ing technique) are not patentable. In addition, as 
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Diamond states, abstract ideas, scientific laws, and patent if the invention would have been obvious to а 
other mental concepts are not patentable, although person .having ordinary skill in the area. Further- | 
their practical applications often are. As Diamond more, £ patentable invention must have utility, or 
also reveals, а computet program may be patentable . usefulness. Finally, there can be no patent if the 


if it is part of a patentable process. However, it is party seeking it did not create the invention in 
unclear whether a program that stands alone and question, or if she abandoned the invention. Cre- 
that is not part of a paene process is patent- ation problems frequently arise where several 
able.' . people allegedly contributed to the invention. Aban- 

Even though an invention fits within one of the donment can be by express statement, such as 
above categories, it Is not patentable if it lacks publicly devoting an invention to humanity, ог by 
novelty, is obvious, has no utility, was not created implication from conduct, such as delaying for an 
by the patent applicant, or was abandoned by him.” unreasonable length of time before making a patent 
One example of the novelty requirement is the rule application. 


that no patent should be issued where before the 
- Invention s creation it has been: (1) known or used Obtaining a Patent The Patent and Trademark 
in the United States, (2) patented in the United Office of the Department of Commerce handles 


States ог a foreign country, or (3) described in a patent applications. The application must include a 
printed publication in the United States or a foreign specification describing the invention with suffi- 
country. Another example is the requirement that no cient detail and clarity to enable any person skilled 
patent should be issued if more than one year before in the area to make and use it. The application must 
the patent application the invention was: (1) pat- also contain a drawing where this is necessary for 
ented in the United States or a foreign country, (2) understanding the subject matter to be patented. 
described in a printed publication in the United The Patent Office then determines whether the 
States or a foreign country, or (3) in public use or on invention meets the various tests for patentability. If 
sale in the United States. Also, there can be no the application is rejected, the applicant may 


resubmit it. Once any of the applicant's claims has 


CA А been twice rejected, the applicant may appeal to the‏ جک 
"As discussed later in this chapter, however, computer pro-‏ 


"Plant and design patents are subject to slightly different Subsequent appeals to thie federal courts also are 
requirements than those stated here. possible. 
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Diehr and Lutton attempted to obtain a patent covering a process for molding raw, uncured synthetic rubber 
into cured precision products. The process used a mold for shaping the uncured rubber under heat and pressure 
and then curing it in the mold. Previous efforts at curing and molding synthetic rubber had suffered from an 
inability to measure the temperature inside the molding press and thus to determine а precise curing time. 
Diehr and Lutton's invention involved a process for constantly measuring the temperature inside the mold, 
feeding this information to a computer that constantly recalculated the curing time, and enabling the computer 
to signal the molding press to open at the correct instant. 

The patent examiner rejected Diehr and Lutton's patent application. The Patent and Trademark Office 
Board of Appeals (now the Board of Patent Appeals and interferences) agreed with the examiner, but the 


now-defunct Court of Customs and Patent Appeals reversed. The patent office appealed to the U.S. Supreme 
Court. | 





„е 
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Rehnquist, Justice In defining the nature of a 
patentable process, this Court has stated: 


A process is a mode of treatment of certain materials to 
produce a given result. It is an act, or a series of acts, 
performed upon the subject matter to be transformed and 
reduced to a different state or thing. If new and useful, it 
is Just as patentable as is a piece of machinery. The ma- 
chinery pointed out as suitable to perform the process may 
or may not be new or patentable; whilst the process itself 
may be altogether new and produce an entirely new result. 


Recently, we repeated the above definition, adding: 


Transformation and reduction of an article to a different 
state or thing is the clue to the patentability of a process 
claim that does not include particular machines. 


That Diehr and Lutton’s claims involve the trans- 
formation of an arücle, raw uncured synthetic rubber, 
into a different state or thing cannot be disputed. In- 
dustrial processes such as this have historically been 
eligible to receive the protection of our patent laws. 

Excluded from patent protection are laws of 
nature, physical phenomena, and abstract ideas. 
Only last Term, we explained: 


A new mineral discovered in the earth or a new plant 
found in the wild 1$ not patentable subject matter. 
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Likewise, Einstein could not patent his celebrated law 


that E = mc*; nor could Newton have patented the law 
of gravity. Such discoveries are manifestations of nature, 
free to all men and reserved exclusively to попе. ` 


Diehr and Luton do not seek to patent a 
mathematical formula. Instead, they seek patent 
protection for a process of curing synthetic rubber. 
Their process employs a well-known mathematical 
equation, but they do not seek to preempt the use 
of that equation. They seek only to foreclose from 


` others the use of that equation in conjunction with 


all the other steps in their process. It is now a 
commonplace that an application of a law of 
nature or mathematical formula to a known 
structure or process may be deserving of patent 
protection. 

It may later be determined that the process 15 not 
deserving of patent protection because it fails to 
satisfy the statutory conditions of novelty or nonob- 
viousness. А rejection on either of these grounds 
does not affect the determination that Diehr and 
Lutton's claims recited subject matter which was 
eligible for patent protection. 


Judgment for Dichr and Lutton affirmed. 





= 


Ownership and Transfer of Patent Rights A 
patent normally gives the patentee exclusive rights 
to make, use, and sell the patented invention for a 
17-year period. Design patents, however, extend for 
only 14 years. The patentee can transfer title to all 
or part of his patent rights by assigning them, or 
may retain title and license them. 


Usually, the party who created the invention is the 


patent holder. But what happens when the creator of 
the invention is an employee and her employer seeks 
rights in her invention? If the invention was devel- 
oped by an employee hired to do inventive or cre- 
ative work, she must use the invention solely for the 
employer's benefit and must assign any patents she 
obtains to the employer. But if the employee was 
hired for purposes other than invention or creation, 
she owns any patent she acquires. Regardless of the 
purpose for which the employee was hired, finally, 
the shop right doctrine gives the employer a nonex- 


clusive, royalty-free license to use the employee's 
invention if it was created on company time and 
through company facilities. Any patent the employee 
might retain is still effective against parties other 
than the employer. 


Patent Infringement А direct patent infringe- 
ment occurs when a party makes, uses, or sells a 
patented invention without the patentee's authoriza- 
tion. It is easy to establish a direct infringement 
where the subject matter made, used, or sold clearly 
is within the language of a successful patent appli- 
cation. Courts also find direct infringement where 
this subject matter is substantially equivalent to the 
protected invention. Here, the test is whether the 
alleged offender’s subject matter performs substan- 
tially the same function as the protected invention in 
substantially the same way to produce substantially 
the same result 
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Also, one who actively induces another’s in- 
fringement of a patent is liable as an infringer if he 
knows and intends that the infringement occur. For 
example, if Isaac directly infringes Pinder’s patent on 
a machine and Dailey knowingly sells Isaac an in- 
struction manual for the machine, Daily may be li- 
able as an infringer. Finally, if one knowingly sells a 
direct patent infringer a component of a patented 


invention or something useful in employing а pat- 


ented process, the seller may be liable for contribu- 
tory infringement. Here, the thing sold must be a 
material part of the invention and must not be a staple 
article of commerce with some other significant use. 
For example, suppose that Ireland directly infringes 
Potter's patent for a radio by selling virtually iden- 
tical radios. If Davis sells Ireland sophisucated cir- 
cuitry for the radios with knowledge of Ireland's 
infringement, Davis may be liable for contributory 
infringement if the circuitry is an important compo- 
nent of the radios and has no other significant uses. 

The basic recovery for patent infringement is 
damages adequate to compensate for the infringe- 
ment, plus court costs and interest The damages 
cannot be less than a reasonable royalty for the use 
made of the invention by the infringer. Also, the 
court may in its discretion award damages of up to 
three times those actually suffered. Finally, injunc- 
tive relief is sometimes available, and attorney's 
fees may be awarded in exceptional cases. 


Defenses to Patent Infringement One defense 
to a patent infringement suit is that the subject 
matter of the alleged infringement is neither within 
the literal scope of the patent nor substantially 
equivalent to the patented invention. Also, the al- 
leged infringer may defend by attacking the validity 
of the patent. Despite their approval by the Patent 
and Trademark Office, many patents аге declared 
invalid when challenged in court. 

Further, the defendant can sometimes assert that 
the patentee has committed patent misuse. This is 
behavior that unjustifiably exploits the patent mo- 
nopoly. For example, the patentee may require the 
purchaser of a license on his patent to buy his 
unpatented soods, or.may tue the obtaining of a 
license on one of his patented inventions to the 
purchase of a license on another? One who refuses 


*Some forms of patent misuse may be antitrust violations. 
Chapter 49 discusses the interaction between patent aw and 
antitrust law, 


the patentee's terms and later infringes the patent 
may escape liability by arguing that the patentee 
misused his monopoly position. 


Copyrights 


Copyright law gives creative people certain exclu- 
sive rights to their intellectual endeavors. Thus, it 
prevents others from using their work, gives them 
an incentive to innovate, and thereby benefits soci- 
ety. But copyright law also tries to balance these 
purposes against the equally compelling public in- 
terest in the free movement of ideas, information, 
and commerce. It does so mainly by limiting the 
intellectual products it protects and by allowing the 
fair use defense described later. 


Coverage Federal copyright law protects a wide 
range of creative works, including books, periodical 
articles, dramatic and musical compositions, works 
of art, motion pictures, sound recordings, lectures, 
computer prosrams, and architectural plans. To 
merit copyright protection, such works must be 
fixed—set out in a tangible medium of expression 
from which they can be perceived, reproduced, or 
communicated. They also must be original (the 
author's own work), but unlike the inventions pro- 
tected by patent law, they need not be novel. 


Copyright protection does not extend to ideas, | 


procedures, processes, systems, methods of орега- 
tion, concepts, principles, or discoveries as such. 
However, it may protect the form in which they are 
expressed. The story line of a play, for instance, 
probably is protected, but the ideas, themes, or 
messages underlying it probably are not. Although 
there is no copyright in facts as such, nonfiction 
works and compilauons of fact are protectible if 
their creation involved originality. The following 
Narell case discusses the protection of phrases and 
expressions within a copyrighted work. 

Computer programs involve their own special 
problems. It is fairly well settled that copyright law 
protects a program's object code (program instruc- 
tions that are machine-readable but not intelligible 
to humans) and source code (instructions intelligible 
to humans). But there is less agreement about the 
copyrishtability of a program's nonliteral elements 
such as its organization, its structure, and its presen- 
tation of information on the screen. Most of the 
courts that have considered the issue hold that 
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nonliteral elements Сап be protected by copyright 
law, but courts differ about the extent of this 


protection. 
š 


Creation and Notice A copyright comes into 
existence upon the creation and fixing of a protected 
work. For works created in 1978 and thereafter, the 
copyright usually lasts for гће life of the author plus 
50 years. Although a copyrisht owner may register 
the copyright with the Copyright Office of the 
Library of Congress, registration is not necessary 
for the copyright to exist. However, registration 
often is necessary before the owner can begin a suit 
for copyright infringement. | 

Even though it is not required, copyright owners 
often provide notice of the copyright. Federal law 
authorizes various forms of notice for different 
copyrighted works. A book, for example, might 
include {һе term Copyright, the year of its first 
publication, and the name of the Copyright owner in 
a location likely to give reasonable notice to 
readers. MEE 


Ownership Rights A copyright owner has ex- 
clusive rights to: (1) reproduce the copyrighted work, 
(2) prepare derivalive works based on it (eg, а 
movie version of a novel), (3) distribute Copies of the 
work by sale or otherwise, and (4) perform or display 
it publicly. Copyright ownership initially resides in 
the creator of the copyrighted work, but the copyright 
may be transferred to another party. Also, the Owner 
may individually transfer each of the listed rights, or 
a рошоп of each, without losing ownership of the 
remaining rights. Most transfers of copyright own- 
ership require a writing signed by the owner or his 
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agent The owner may also retain ownership while 
licensing the copyrishted work or a portion of it. 


Infringement Those who violate any of the 
copyright owner's exclusive rights may be liable for 
copyright infringement. Infringement is easily 
proven where direct evidence of copying exists; 
verbatim copying of protected. material is an ex- 
ample. But as Narell states; infringement usually is 
proven by showing that the defendant had access to 
the copyrighted work and that there is substantial 
Similarity between that work and the allegedly 
infringing work. Access сап be proven 
circumstantially—for example, by wide circulation 
of the copyrighted work. Determining substantial 
similarity necessarily involves discretionary case- 


'by-case judgments. 


The basic recovery for copyright infringement is 
the owner's actual damages plus the profits received 
by the infringer. However, the plaintiff may elect to 
receive statutory damages— which fall within cer- 
tain defined ranges—in lieu of the basic remedy. 
Injunctive relief, awards of costs and attorney's 
fees, and criminal penalties are possible in certain 
cases. 


The Fair Use Defense The fair use defense to a 
copyright infringement suit requires the weighing of 
several factors whose application varies from case 
to. case. These factors are: (1) the purpose and 
character of the use, (2) the nature of the copy- 
righted work, (3) the amount and substanuality of 
the portion used in relation to the copyrighted work 


"as a whole, and (4) the effect of the use on the 


potential market for the copyrighted work or on its 
value. Маге! discusses and applies these factors. 
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. Or service marks used by organizations to identify - 


Trademarks- 


Trademarks help purchasers identify favored prod- 
ucts and services. For this reason, they also give 
sellers and manufacturers an incentive to innovate 
and to strive for quality. However, both these ends 
would be defeated if competitors were free to 
appropriate each other's trademarks. Thus, the fed- 
eral Lanham Act protects trademark owners against 
certain uses of their marks by third parties." 


Protected Marks Тһе Lanham Act recognizes 
four kinds of marks. It defines a trademark as any 
word, name, symbol, device, or combination thereof 
used by a manufacturer or seller to identify its 
products and to distinguish them from the products 
of competitors. On occasion, federal trademark рго- 
tection has been extended to colors, pictures, label 
and package designs, slogans, sounds, arrangements 
of numbers and/or letters (e.g.. "7-Eleven"), and 
shapes of goods or their containers (e.g., Coca-Cola 
bottles). Service marks resemble tradémarks but 
identify and distinguish services. 

Certification marks certify the origin, materials, 
quality, method of manufacture, and other aspects of 
goods and services. Here, the user of the mark and 
its owner are distinct parties. А retailer, for example, 
may sell products bearing the Good Housekeeping 
Seal of Approval. Collective marks are trademarks 


themselves as the source of goods or services. Trade 
union and trade association marks fall into this 
category. Although all four kinds of marks receive 
federal protection, this chapter focuses on trade- 
marks and service marks, using the terms mark or 
trademark to refer to both. 


“In addition, the owner of a trademark may enjoy legal 
protection under common law trademark doctrines and state 
trademark statutes. . 
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Because their purpose is to help 
consumers identify products ‘and services, trade- 
marks must be distinctive to merit maximum Lan- 
ham Act protection. Marks fall into four general 
categories of distinctiveness: | 

l. Arbitrary or fanciful marks. These marks are 
the most distincive—and the most likely to be 
protected—because they do not describe or suggest 
the qualities of the product or service they identify. 
The "Exxon" trademark is an example. 


2. Suggestive marks. These marks convey the 
nature of a product or servicc only through imagi- 
nation, thought, and perception. А “Diese” trade- 
mark for a dietary food supplement is an example. 
Although not as secure as arbitrary or fanciful 
marks, suggestive marks still are good candidates 
for protection. | 


Distinctiveness 


3. Descriptive marks. These marks directly de- ` 
or service they identify—for ex- ` 


scribe the prod: 
ample, “Exquisiie™ wearing apparel. Descriptive 
marks usually are not protected unless they acquire a 
secondary meaning. This occurs when their identifi- 
cation with particular goods or services has become 
firmly established in the minds of a substantial number 


` of buyers. Among the factors considered in secondary- 


meaning determinations are the length of time the 
mark has been used, the volume of sales associated 
with that use, and the nature of the advertising em- 
ploying the mark. When applied to a package delivery 
service, for instance, the term overnight is usually just 
descriptive and thus not protectible. But it may come 
to deserve trademark protection through long use by 
a single firm that advertised it extensively and made 
many sales while doing so. 

4. Generic marks. Generic marks (e.g., “dia- 
mond” or “uuck™) simply refer to the general class of 
which the particular product or service is one example. 
Because any seller has the right to call a product or 
service by its common name, generic marks are quite 
unlikely to receive Lanham Act protection. 
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Federal Registration Once the seller of a prod- 
uct Or service uses a mark in commerce or forms a 
bona fide intention to do so, she may try to register 
the mark with the U.S. Patent and Trademark Of- 
fice. The office reviews applications for distinctive- 
ness. Its decision to deny or grant the application 
may normally be contested either by the applicant or 
by a party who feels that he would be injured by 
registration of the mark. Such challenges may even- 
tually reach the federal courts. | 

lrademarks of sufficient distinctiveness are 
placed on the Principal Register of the Patent and 
Trademark Office. A. mark's inclusion in the Princi- 
pal Register: (1) is prima facie evidence of the 
mark's ownership, validity, and registration (which 
is useful in trademark infringement suits): (2) sives 
nationwide constructive notice of the owner's claim 
of ownership (thus eliminating the need to show that 
the defendant in an infringement suit had notice of 
the mark); and (3) helps make the mark incontest- 
able after five years (as described later). 

Regardless of their distinctiveness, however, 
some kinds of marks are-denied placement on the 
Principal Register. Examples include marks that: (1) 
consist of the flags or other insignia of governments; 
(2) consist of the name, portrait, or signature of a 
living person; (3) are immoral, deceptive, or scan- 
dalous; or (4) are likely to cause confusion or deceive 
because they resemble a mark previously registered 
or used in the United States. Certain other marks аге 
not placed on the Principal Register unless they have 
acquired a secondary meaning. Examples include 
marks that: (1) are deceptively misdescriptive (such 
as “Dura-Skin” plastic gloves); (2) are geographi- 
cally descripive (e.g., "Nationwide" Life Insur- 


ance); or (3) are primarily a surname (because ev- 


eryone should have the right to use his own name in 
connection with his business). 

Transfer of Rights Due to the purposes under- 
lying trademark law, transferring trademark rights is 
more difficult than transferring copyright or patent 
interests. А trademark owner may license the use of 
the mark, but only if the licensee is a .related 
company through which the owner can control the 
nature and quality of the goods or services identified 
by the mark. An uncontrolled “naked license" 
would allow the sale of goods or services bearing 
the mark but lacking the qualities formerly associ- 
ated with it, and could confuse purchasers. Trade- 


mark rights may also be assigned or sold, but only 
along. with the sale of the goodwill of the business 
originally using the mark. 


Losing Federal Trademark Protection Federal 
registration of a trademark lasts for. 10 years, with 
renewals for additional 10-year periods possible. 
However, trademark protection may be lost before 
the- period expires. The government must cancel a 
registration Six years after its date, unless the regis- 
trant files with the Patent and Trademark Office an 
affidavit detailing that the mark is in use or explain- 
ing its nonuse and does so within the fifth and sixth 
years following the registration date. 

Also, any person who believes that he is or will be 
damaged by a mark’s registration may petition the 
Patent and Trademark Office to cancel that registra- 
tion. Normally, the petition must be filed within five 


_ years of the mark's registration or the mark becomes 


incontestable as regards goods or services with 
which it has continuously been used for five con- 
secutive years after the registration? A mark’s in- 
contestability means that the permissible grounds for 
canceling its registration are limited. Even an incon- 
testable mark, however, may be canceled az any time 
if, among other things, it was obtained by fraud, has 
been abandoned, or has become the generic name for 
the goods or services it identifies. Abandonment сап 
occur through an express statement or agreement to- 
abandon, through the mark’s losing its significance 


as an indication of origin, or through the owner's ° 


failure to use it. A mark acquires a generic meaning 
when it comes to refer to a class of products or 
services rather than a particular product or service. 
For example, this has happened to such once- 
protected marks as aspirin and cellophane. 


Trademark Infringement А registered trade- 
mark is infringed when, without the registrant's 
consent, another party uses a substantially similar 
mark in connection with the advertisement or sale of 
goods or services and this is likely to cause confu- 
sion, mistake, or deception regarding their origin. 
The following Nikon’ case discusses many of the 
factors courts sift and weigh when determining 


“The Lanham Act's incontestability provision also imposes 
on the owner an affidavit requirement resembling the cancella- 
uon affidavit requirement just stated. 
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whether the use is likely to cause confusion, mistake, 
or decepüon. А trademark owner who wins an in- 
fringement suit can obtain an injunction asainst uses 
of the mark that are likely to cause confusion. In 
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certain circumstances, the owner can also obtain 
money damages for provable injury resulting from the 
infringement and for profits realized by the defendant 
from the sale of infringing products or services. 
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Patent mem | Trademark 
What Is Process, machine, product, Wide range of creative Trademarks, service marks, 
Protected? - composition of matter, works that are fixed and certification marks, and а 
improvement, ornamental original collective marks of 
design, plant produced by sufficient distinctiveness 
asexual reproduction, if 
novel, nonobvious, and 
useful | | 
Registration Yes Although copyright exists Necessary for infringement. 
Needed? in the absence of suit under Lanham Ас 
registration, registration section 32(1). Unregistered 
Often necessary for marks protected under = 
infringement suit Lanham Act section 43(a). 
Duration 17 years (14 years for Life of author plus 50 10 years, with 10-year 
design patents) years renewals ] 
Transferability By assignment or license By assignment or license Limited 
How Infringed · Making, using, or selling Violation of owner’s Use of mot: каванай 
patented invention or its exclusive rights to with advertisement or sale 
substantial equivalent reproduce, prepare that is likely to cause 


derivative works, distribute confusion, mistake, or ‚ 
copies, perform, ог display. deception regarding origin 
But fair use defense 
available. 
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tent and Trade Secrets Protection Compared 


Factor * 


Range of Protected Matter? 
secrets law 


Patent Law 


Probably narrower than trade 


Trade Secrets Law 
Probably broader than patent 


Ë law 
Need to Register? 


Yes 


B CUu umo sss у 


So long as secrecy maintained? 


Fairly easy 


urden of Maintaining No 
Secrecy?- 
Duration Usually 17 years 
Transferability Fairly easy 
Ability to Keep Knowledge No 
Secret? 


Effective Monopoly over Yes 
Protected Matter? 


a 


Yes, if secrecy really 


| maintained 


No. because discovery/use by 
proper means is permissible 


| Я 


TRADE SECRETS 


The law provides at least two means of protécting 
creative inventions. Owners of such inventions may 
go public and obtain monopoly patent rights. Or they 


may -keep the invention secret and rely on trade se- . 


crets law to protect it. Figure 1 sketches some of the 
advantages and disadvantages of each alternative. 


The policies underlying patent protection and - 


trade secrets protection differ. The general aim of 
patent law is to encourage the creation and disclo- 
sure of inventions by granting the-patentee a tem- 
porary monopoly in the patented invention in ex- 
change for his making it public. Trade secrets, 
however, are nonpublic by definition. Although 
protecting trade secrets may stimulate creative ac- 
tivity, it also keeps the information from becoming 
public knowledge. Thus, the main justification for 
trade secrets protection is simply to preserve certain 
standards of commercial morality. 


Definition of a Trade Secret 


A trade secret can be defined as any secret formula. 
рацегп, process, program, device, method, technique, 
or compilation of information that is used in the own- 
er's business and that gives its owner an advantage 
over competitors who do not know it or use it® Ex- 
amples include chemical formulas, computer soft- 
ware, manufacturing processes, designs for machines, 


and customer lists. To be protectible, a trade secret must 
usually have sufficient value or originality to provide an 
actual or potential competitive advantage. But it need 
not possess the novelty required for patent protection. 

The following Mason case considers some factors 
courts may examine when determining whether a 
trade secret exists. As several of those factors suggest, 
a trade secret must actually be secret A substantial 
measure of secrecy is necessary, but it need not be 
absolute. Thus, information that becomes public 
knowledge or becomes generally known in the indus- 
try cannot be a trade secret. Also, information that is 
reasonably discoverable by proper means may not be 
protected. “Proper means” include independent in- 
vention of the secret, observation of a publicly dis- 
played product, the owner's advertising, published lit- 
erature, product analysis, and reverse engineering 
(starting with a legitimately acquired product and 
working backward to discover how it was developed). 

[п addition, a firm claiming a trade secret must 
usually show that it took reasonable measures to 
assure secrecy. Examples include advising employ- 
ees about the secret's secrecy, limiting access to the 


“This definition comes mainly from Restatement of Torts 


section 757, comment b (1939), with some additions from 
Uniform Trade Secrets Act section 1(4) (1985). Many states have 
adopted the Uniform Trade Secrets Act (UTSA) in some form. 
The discussion in this chapter is a composite of the Restatement s 
and the UTSA’s rules. | 
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secret on a need-to-know basis, requiring those given 
access to sign a nondisclosure agreement, disclosing 
the secret only on a confidenual basis, and controlling 
access to an office or plant. Computer software li- 
censing agreements commonly forbid the licensee to 
copy the program except for backup and archival pur- 
poses, require the licensee and its employees to sign 
confidentiality agreements, require those employees 
to use the program only in the course of their jobs, and 
‘require the licensee to use the program only in а cen- 
tral processing unit. Because the owner must only 
make reasonable efforts to ensure secrecy, however, 
she need not adopt extreme measures to block every 
ingenious form of industrial espionage. 


Ownership and Transfer of Trade Secrets 


The owner of a trade secret is usually the person who 
developed it or the business under whose auspices it 
was generated. But establishing the ownership of a 
trade secret can pose problems where an employee 
develops a secret in the course of her employment. In 
- such cases, courts often find the employer to be the 
owner if: (1) the employee was hired to до creative 
work related to the secret, (2) the employee agreed 
not to divulge or use trade secrets, or (3) other em- 
ployees contributed to the development of the secret. 
Even where the employee owns the secret, the em- 
ployer still may obtain a royalty-free license to use it 
through the shop right doctrine discussed in the sec- 
tion on patents. | 

The owner of a trade secret can transfer nights in 
the secret to third parties. This can occur by assign- 
ment (in which case the owner loses title) or by 
license (in which case the owner retains title but 
allows the transferee certain uses of the secret). 


Misappropriation of Trade Secrets 


Misappropriation of a trade secret can occur in 
various ways, most of which involve disclosure or 
use of the secret. For example, misappropriation 
liability occurs when the secret is disclosed or used 
by one who did one of the following: 

1. Acquired it by improper means. Improper means 
include theft, trespass, wiretapping, spying, bugging, 
bribery, fraud, impersonation, and eavesdropping. 

2. “Acquired it from a party who is known or 
should be known to have obtained it by improper 
means. For example, a free-lance industrial spy 
might obtain one firm’s wade secrets by improper 
means and sell them to the firm's competitors. If 
those competitors know or have reason to know that 
the spy obtained the secrets by improper means, they 
are liable for misappropriation along with the spy. 

3. Breached a duty of confidentiality regarding the 
secret, Where an employer owns a trade secret, for 
example, an employee is generally bound not to use or 
disclose it during his employment or thereafter." The 
employee may, however, utilize general knowledge 
and skills acquired during her employment. 

Remedies for misappropriation of a trade secret 
include damages, which might involve both the ac- 
tual loss caused by the misappropriation and/or the 
defendant's unjust enrichment. In some states, puni- 
tive damages are awarded for willful and malicious 
misappropriations. Also, an injunction may be issued 
against actual or threatened misappropriations. 


?This is an application of the agent's duty of loyalty. which is 
discussed in Chapter 34. 
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The Court System 
Jurisdiction 
Civil Procedure 
Alternative Dispute Resolution . 


S discussed in Chapter 1, substantive 
Jaw establishes the rights and duties of 
individuals and other legal entities while 
procedural law determines the means by 
which these rights are asserted. Procedural 
law attempts to accomplish two competing 
objectives: (1) to be fair and impartial and 
(2) to operate efficiently. The judicial process 
in the United States represents a balance be- 
tween these two objectives as well as а corn- 
mitment to the adversary system. 

The first part of this chapter describes the 
Structure and function of the Federal and 
State court systems. The second part deals 
with jurisdiction; the third part discusses 
civil dispute resolution, including the proce- 
Qure in civil lawsuits. 





THE COURT SYSTEM 


Courts are impartial tribunals (seats of judg- 
ment) established by governmental bodies to 
settle disputes. À court may render a binding 
decision only when it has jurisdiction over the 
dispute and the parties to that dispute; that is, 
when it has a right to hear and make a judg- 
ment in a case. The United States has a dual 


court system: The Federal government has its 
own independent system, as does each of the 
fifty States plus the District of Columbia. 


THE FEDERAL COURTS 


Article Ш of the United States Constitution - 
states that the judicial power of the United 
States shall be vested in one Supreme Court 
and such lower courts as Congress may es- 
tablish Congress has established a lower 
Federal court system consisting of a number 
of special courts, district courts, and courts of 
appeals. The Federal court system is staffed 


by judges who receive lifetime appointments 


from the president, subject to confirmation by 
the Senate. The structure of the Federal court 
system is illustrated in Figure 2—1. 


. District Courts 


The district courts are the trial courts in the 
Federal system. Most cases begin in the dis- 
trict court, and it 15 here that issues of fact 
are decided. The district court is generally 
presided over by one judge, although in cer- 
tain cases three judges preside. In а few 
cases, an appeal from a judgment or decree of 


a district court is taken directly to the Su- 
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Figure 2-1 Federal Judicial System 









U.S. Claims Court | 
Patent and Trademark Office 
Court of International Trade 








preme Court. In most cases, however, appeals | 


go to the Circuit Court of Appeals of the ap- 
propriate circuit, the decision of which is, in 
most cases, final. ! 

each of which is located entirely in a partic- 
ular State. All States have at least one dis- 
trict, while certain States contain more than 
one district. For instance, New York has four 
districts, Illinois has three, and Wisconsin 
has two, while a number of less populated 


‘States comprise a single district (see Figure 


2—2). 


Courts of Appeals 


Congress has established twelve judicial cir- 
cuits (eleven numbered circuits plus the D.C. 
Circuit), each having a court known as the 
Court of Appeals, which primarily hears ap- 
its circuit (see Figure 2—2). In addition, they 
review decisions of many administrative 
agencies, the Tax Court, and the B ] 


Court. Congress has also established the US. ` 


Court of Appeals for the Federal Circuit, 
which is discussed below in the section on 
“Special Courts” The United States Courts of 
Appeals generally hear cases in panels of 
three judges, although in some instances all 
of the judges of the circuit will sit en banc to 
decide а case. ` 
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| Highest State Courts | 





The function of appellate courts is to exam- 
ine the record of a case on appeal and to de- 
termine whether the trial court committed 
prejudicial error. If so, the appellate court 
will reverse or modify the judgment of the 
lower court and if necessary remand (or send 


it back) to the lower court for further proceed- 


ing. If there is no prejudicial error, the appel- 
late court will affirm the decision of the 
lower court. 


The Supreme Court 

The nation’s highest tribunal is the United 
States Supreme Court, which consists of nine 
justices (a Chief Justice and eight Associate 
Justices) who sit as a group in Washington, 


tion (the right to hear a case first). The 
Court's principal function, nonetheless, is to 
review decisions of the Federal Courts of Ap- 
peals and, in some instances, those of the 
highest State courts or other tribunals. Cases 
reach the Supreme Court under its 


· Jurisdiction by one of two routes. Very few 


come by way of appeal by right—cases the 
Court must hear if one of the parties requests 
the review. In 1988, Congress enacted legis- 
lation that almost completely eliminated the 
right to appeal to the U.S. Supreme Court. 
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Figure 2-2 District and Circuit Courts of the United States 
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lower court may be reviewed by the Supreme 
Court is by the discretionary writ of certio- 


rari, which requires a lower court to produce 


the records of a case it has tried. Now ai:uost 
all casesreaching the Supreme Court come to 
it by means of writs of certiorari. The Court 
grants writs when there is a Federal question 
of substantial importance or a conflict in the 
decisions of the US. Circuit Courts of Ap- 
pealsand if four justices vote to hear the case. 
Only a small percentage of the petitions to 
the Supreme Court for review by certiorari 
are granted, however, because the Court uses 
the writ as a device to choose which cases it 
wishes to hear. Maryland v. Baltimore Radio 
Show, Inc. describes some of the criteria the 
Supreme Court uses in deciding whether to 
grant review by certiorari: it also explains 
the effect of a denial . 


Special Courts 


The special courts in the Federal judicia! Sys- 
tem include the U.S. Claims Court, the Tax 
Court, the U.S. Bankruptcy Courts, and the 





| Figure2-3 State Court System 


The second way in which a decision of a 





U.S. Court of Appeals for the Federal Circuit. 
These courts have jurisdiction over particu- 
lar areas. The U.S. Claims Court hears 
claims against the United States. The Tax 


` Court has jurisdiction over certain cases in- 
. volving Federal taxes. The U.S. Bankruptcy 


Courts hear and decide certain matters un- 
der the Federal Bankruptcy Act, subject to 
review by the U.S. District Court. The U.S. 
Court of Áppeals for the Federal Circuit re- 
views decisions of the Claims Court, the 
Patent and Trademark Office, the United 
States Court of Ínternational Trade, and the 
Merit Systems Protection Board. 


STATE COURTS 


Each of the fifty States and the District of 
Columbia has its own court system. In most 
States the judges are elected by the voters for 
а Stated term of years. Although the struc- 
ture of State court systems varies from State 
to State, Figure 2—3 shows a typical system 
while Figure 2—4 displays the courts and 
terms of judges in each of the States. 





[ER 2 


Inferior Trial Courts 


At the bottom of the State court system are 
the inferior trial courts, which decide the 
least serious criminal and civil matters. Usu- 
ally inferior trial courts do not keep a com- 
plete written record of the trial i 

Minor criminal cases such as traffic offenses 
are heard in inferior trial courts, which are 
referred to as municipal courts, justice of the 


Small claims courts are inferior trial 


Figure 2—4 Courts in Each State 


courts which hear civil cases involving a lim- 
ited amount of money. Usually in small 
claims courts there are no juries, the proce- 
dure is informal, and neither side employs an 
attorney. Appeal from small claims court is 
taken to the trial court of general jurisdic- 
Gon, wherea new trial (called a trial de novo) 
is begun and in which the small claims 
court's decision is given no weight. 


Trial Courts 
Each State has trial courts of general juris- 
diction, which may be called county, district, 


Appellate Courts 
——————MÓ НИНА 
State or Other Court of Мо. of Term intermediate No.of Term Major Trial Na. of ‘Term 
Jurisdiction Lest Resort - Judges (а _ AppetsteCowt Judges (п Courts Judges (а | 
` yesrs) years) years) 
Alebama........ Supreme Court 9 6 Court of Criminal 5 6 Стая cours 124 6 
| Appeals 
Court of Civil Appeals 3 & 
Aleska.......... Supreme Court 5 10 Court of Appeals 3 B Superior courts 29 6 
Arizona......... Supreme Court 5 6 Cor of Appeals 18 б Superi courts 101 4 
Arkansss ....... Supreme Court 7 8  Cout of Appeals 6 8  Chancery courts 30 6 
- Сазе Courts 41 4 
California ....... Supreme Court 7 12 Courts of Appeal 77 12 Superior courts T24 6 
Colorado. ....... Supreme Court 7 10 Cart ol Appeals 10 B District Court 110 & 
Connecticut ..... Supreme Court 7 8 Appefiate Court 9 8 Superior courts 139 8 
Delaware. ....... Supreme Court 5 ES SS š ... Superor courts 13 12 
Court of Chancery 4 12 
Florida ......... supreme Court 7 6 Селс Court of 46 Б Circuit courts 362 6 
Georgia. ........ Supreme Court 7 6 Court of Appeals 9 6 Superior courts 135 4 
Намган.......... Supreme Court 5 10 intermediate Coun 4 10 Стоя courts 24 10 
| of Appeals у 
Маћо........... Supreme Couri 5 6 Cou of Appeats 3 6 District courts 33 4 
Rinoiz.......... Supreme Court 7 10 Appellate Court 34 10 Ста courts 780 5 
indiana ......... Supreme Court 5 10 Court of Appeals 12 10 Сао courts 89 6 
IWE ИРА Supreme Court 9 B Сол of Appeals 6 5 Superior Count 117 6 
ji District courts 100 6 
Kansas......... Supreme Court 7 6 Court of Appeals 10 4 Ostict courts 146 4 
Kentucky ....... Supreme Court 7 8 Courts of Appeals 14 8 e courts 91 8 
Louisiana ....... Supreme Court 7 10 Court of Appeais 48 10 District courts 192 & 
Maine .......... Supreme Judicia 7 db ME lum Superior Court 16 7 
Court 
Maryland. ....... Court of Appeats 7 10 Court of Special 13 10 Ста courts 109 15 
Appeals | 
Massachusetts... Supreme Judicia 7 To Appeals Court 10 To Trial Court 281 To 
age age age | 
70 70 70 
Michigan........ Supreme Court 7 8 Court of Appeals 18 6 CrotandRecomers 196 E · 
courts 
Minnesota. ...... Supreme Court 7 6 Court of Appeals 13 B District courts 224 6 
Mississippl...... Supreme Court 9 Bot саар у ... Chancery courts 39 4 
Circuit courts 40 4 
Missourl........ Supreme Court 7 12 Cour ol Appeals 32 12 Cimu courts 133 5 
Mortena........ Supreme Court 7 guts na eagle, oS МИНИ x District courts 36 6 
—€—— Supreme Court 7 bas PM LINE LL eoo District courts 48 6 
Nevada ......... supreme Court 5 EE па eee Destrict courts 35 6 
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Figure 2—4 Courts in Each State—Continued | 


Appetiate Courts 
——————— 00 













` State or Other Court of No.of ‘Term intermedias. No.of Term Major Trial No. of Tem 
Jurisdiction Lest Resort Judges (а Appeliate Court Judges (п Courtz Judges · (in 
years) years) | years) 
New Hampshire .. Supreme Court 5 Te LIN Iud wee Superior Court 25 " To 
New Jersey. ..... Supreme Court 7 7 Appedate Division of 28 7: Superior Court 321 7 
юг Court 
New, Mexico ..... Supreme 5 8 Court of Apoeais B District courts 5а 5 
New York -...... Cout of Appeals 7 14 пе Oe of 47 5 сл" 289 14 
| 118 10 
North Carolina ... Supreme Court 7 8 Cour of Appeats 12 B Superi Court 72 8 
North Dakota .... Supreme Court 5 В Fes A ... Ок courts 26 6 
CHO... а Supreme Court 7 6 Car of Appeals 58 6 Couto 339 6 | 
Common pleas 
Окаћосла....... Supreme Court 9 6 Court of Appeais 12 6 District Court 71 & 
Court of Crrninal 3 6 
Appeals : 
Oregon ......... Supreme Court 7 6 Court of Appeals 10 6 зыя coats 85 6 
: š ах Court 1 6 
Pennsylvania .... Supreme Court 7 10 Зирепог Court 15 10 Сыма 330 10 
Commonwealth Court S 10 common pleas | 
Rhode island .... Supreme Court 5 n. QN Superior Court 19. Lie 
South -.. Supreme Court 5 10 Cot of Appeats 6 6 Став Court 31 6 
South Dekota.... Supreme Court 5 B. ossis xí s MEAE ЫШ Cacus courts 35 š 
REN Supreme Court 5 8 Cort of Appeats 12 8 Chancery courts 33 
Court of Criminal 9 8 قح‎ courts 22 8 
Li E Court 9 $ Carts of Áppests go 6 District courts 375 4 
Cout of Criminal 9 6 
IE ........... Supreme Court 5 10 Count of Appeals 7 10 District courts 29 6 
Wi „....... Suprema Court 5 BU ыш» шшш I. Superior courts 10 6 
District courts 15 6 
Virginia. ........ Supreme Court 7 12 Court of Appeals 10 8 Cecu courts 122 8 
RS a Supreme Court 9 6 Court of Appeals 16 6 Superior courts 133 4 
West Virginia .... ees 5 TS) аи 7а Circuit courts 60 8 
f Appeals 
Wisconsin. ...... Supreme Court 7 10 Court of Appeals 13 6 Cimu cots 197 6 
2-22... Supreme Court 5 NE C or NE District courts 17 6 
Dist of CoL. ..... Court of Appeals 9 ^^... Зирепог Court 51 5 | 
SOURCE: Court Statistics Project, State Court Organization 1987, Williamsburg, Va: National Center for State 
Courts, 1988. | š 


superior, circuit, or common pleas court. (In 
New York the tria] court is called the Su- 
preme Court) These courts do not have a dol- 
lar limitation on their jurisdiction in civil 
cases and hear all criminal cases other than 


ple, many States have probate courts with 
jurisdiction over the administration of wills 
and estates. Many States also have family 
courts, which have jurisdiction over divorce 
and child custody cases. Appeals from these 


minor offenses. Unlike the inferior trial special courts go to the general State appel- 
courts, these trial courts of general jurisdic- late courts. * 


. tion maintain formal records of their proceed- | 


ings as pro; «dural зай 


Special Courts 


Many States have special courts that have 
Jurisdiction over particular areas. For exam- 


| _ Appellate Courts 


At the summit of the State court system is 
the State’s court of last resort, a reviewing 
court generally called the Supreme Court of 
the State. Except for those cases in which re- 
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view by the U.S. Supreme Court is available, | 

the decision of the highest State tribunal is 

final. Most States have also created interme- 

. diate appellate courts to handle the large vol- 

ume of cases in which review is sought. Re- 

view by such а court is usually by right. 

Further review is in most cases a matter of _ 
the highest court's discretion. 
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| Figure 2-7 Stages in Civil Procedure | 












| Discover what evidence there is 
to prove the facts in dispute 









Determine wh: «acts are 
proved by the evidence 










Review the lower court's actions 


for prejudicial error 





Implement the court's judgment L 
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ALTERNATIVE DISPUTE 
RESOLUTION- 


Litigation i is complex, ndn and 
expensive. Furthermore, court adjudications 
involve long delays, lack special expertise in 
substantive areas, and provide only a limited 
range of remedies. Additionally, litigation is 
structured so that one party takes all with 
little opportunity for compromise and often 
causes animosity between the disputants. 
Consequently, several nonjudicial methods of 
dealing with disputes have developed in an 
attempt to overcome some of the disadvan- 
tages of litigation. The most important of 
these alternatives to litigation is arbitration. 
Others include conciliation, mediation, and 
. *mini-trials^" 

The various differ in a number 
of ways, including (1) whether the process is 
voluntary, (2) whether the process is binding, 
(3) whether the disputants represent them- 
selves or are represented by attorneys, 
(4) whether the decision is made by the dis- 


putants or by a third party, (5) whether the | 


procedure utilized is formal or informal, and 
(6) whether the basis for the decision is law 
or some other criteria. 

. Which method of civil dispute resolution— 
litigation or one of the nongovernmental 


methods—is better for a particular dispute 
depends on a number of factors, including 
the financial circumstances of the dispu- 
tants, the nature of the relationship (com- 
mercial or personal, ongoing or limited) be- 
tween the disputants, and the urgency of a 
quick resolution. Alternative dispute resolu- 
tion methods are especially suitable where 
privacy, speed, preservation of continuing 
relations, and control over the process— 
including the flexibility to compromise—are 
important to the parties. Nevertheless, the 
disadvantages and limitations of using al- 
ternative dispute mechanisms may make 
court adjudication more appropriate. Except 
for arbitration, only courts can compel par- 
ticipation and provide a binding resolution. 
In addition, only courts can establish prece- 
dents and create public duties. Further- 
more, the courts provide greater due process 
protections and uniformity of outcome. Fi- 
nally, the courts are independent of the dis- 
putants and are publicly funded (see or 
2—8). 


= 
= 


Arbitration 


In arbitration the parties select a third per- 
son or persons (the arbitrator) who render(s) 


Figure 2-8 Comparison of Adjudication, Arbitration, and Mediation/Conciliation 





Medtation/Conciliation 


Preserves relations 
Parties control process 


SOURCE: се n к= эшик ee of the Ad Нос Panel оп Dispute Resolution and Public Policy, prepared by 


the National Institute for Dispute Reso 
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a binding decision after hearing arguments 
and reviewing evidence. Because the presen- 
tation of the case is less formal and the rules 
of evidence are more relaxed, · arbitration 
usually takes less time and costs less than 
litigation. Moreover, in many arbitration 
cases the parties are able to select an arbitra- 
Ject of the dispute. Thus, the quality of the 
arbitrator's decision may be higher than that 
available through the court system. In addi- 
· tion, arbitration is normally conducted in pri- 
vate, thus avoiding unwanted publicity. Ar- 
bitration is commonly used in commercial 
and labor management disputes. 

There are two basic types of arbitration— 
consensual, which is by far the most common, 
and compulsory Consensual arbitration 
occurs whenever the parties to a dispute 
agree to submit the controversy to arbitra- 
tion. They may do this in advance by agree- 
ing in their contrac: hat disputes arising out 
of their contract wili be resolved by arbitra- 
tion. Or they may do so after a dispute arises 
by then agreeing to submit the dispute to ar- 
bitration In either instance, such agree- 
ments are enforceable under the Federal Ar- 
bitration Act and statutes in over forty 
States. (See Perry v. Thomas.) In compul- 
sory arbitration, which is relatively infre- 
quent, a Federal or State statute requires ar- 
bitration for specific types of disputes, such as 
those involving public employees like police 
officers or fire fighters. 

The decision of the arbitrators, called an 
award, is binding on the parties. Neverthe- 
less, it is subject to limited judicial review for 
such matters as illegality, fraud or other mis- 
conduct, lack of due process, or excess of the 
arbitrators’ powers. Historically, the courts 


were unfriendly to arbitration. The courts 


have dramatically changed their attitude, 
however, and now favor arbitration. 


A growing number of Federal and State 


courts have experimented with “court- 


annexed arbitration" in civil cases where ` 


limited amounts of damages are sought. The 
arbitrators are usually’ attorneys. А 


: ppeal 
from this type of nonbinding arbitration is by 
trial de novo. | 


Conciliation 


Conciliation is a nonbinding, informal pro- - 


selected by the disputing parties attempts to 
help them reach a mutually acceptable 
agreement. The functions of the conciliator 
Include improving communications, explain- 
Ing issues, scheduling meetings, di 1 
differences of opinion, and serving as an in- 
termediary between the parties when they 
are unwilling to meet, | | 


Mediation | m mi 
Mediation is a process in which a third party 
(the mediator) selected by the disputants 
helps them to reach a resolution of their dis- 
agreement. In addition to employing the 
techniques of conciliation to improve comm». ` 
nications, the mediator, unlike the concilia- 
tor, proposes possible solutions for the parties ` 
to consider. Like the conciliator, the mediator 
does not have the power to render a binding 
decision. 

Sometimes the techniques of arbitration 
and mediation are combined in a procedure _ 
called “med-arb” In med-arb, the neutral 
third party serves first as a mediator and, if 


all issues are not resolved through such me- - 


diation, then serves as an arbitrator autho- 
rized to render a binding decision on the re- 


Mini-Trial 

А mini-trial typically occurs when both dis- 
putants are corporations. In а mini-trial, at- 
torneys for the two corporations conduct lim- 
ited discovery and then present evidence toa 
panel consisting of managers from each com- 
pany as well as а neutral third party, who 
may be a retired judge or other attorney. Af- 
ter the lawyers complete their presentations, 


the managers try to negotiate a settlement 


without the attorneys. The managers may 
consult the third party on how a court might 
resolve the issues in dispute. . 


€ 
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' Volkswagen AG agreed to pay a heavy 

‘price to settle its bitter, long-running legal 
‘battle with General Motors Corp. over 
‘allegations that VW stole GM trade se- 
‘crets. . 

VW agreed to give GM $100 million in 
„сазћ and to purchase 51 billion of parts 
'from GM over seven years to settle GM's 
-Civil suit against the German auto maker 
‘in the matter involving Jose Ignacio Lopez 
„де Arriortua, the GM purchasing chief who 
,Gefected to VW in 1993. 

‚ GM, in turn, agreed to drop the civil 
suit against VW, top VW officials and Mr. 
‘Lopez. GM officials have said they were 
-seeking billions of dollars in damages. 

, Theagreement includes an exchange of 
‘letters between VW Chairman Ferdinand 
.Piech and board member Klaus Liesen, 
'and GM Chairman John F. Smith Jr. and 
director John G. Smale in which each side 
‘expressed "regret" for certain statements. 
They also said they “look foward to a 
future unencumbered by the legacy of this 
matter.” 


„ The settlement will allow both VW and j 


GM to close a case that has badly dented 
their public images, cost them dearly— 
both in legal fees and distraction for their 


management—and threatened to upset the . 


launch of VW's new Beetle, which is 
targeted at the U:S. But it doesn't resolve 
the question of criminal proceedings out- 


standing in Germany and an investigation.. 


in the U.S. And despite the heavy price VW 


{Б paying, GM hardly got everything it 


wanted from a confrontation that both 
sides had turned into a war with interna- 
tional political implications. 
4 While GM can claim something of a 
moral victory in what became a highly 
publicized industrial-espionage case, it is 
settling for far less than the damages of as 
much as $5 billion that it had sought after 
Mr. Lopez left for VW. There, the former 
GM purchasing chief became a board 


Pact. Les. Than. Sought 
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Source: 


VW Agreesto Give GM $100 Million 
To Settle Lopez Trade- Secret Lawsuit 


member responsible for purchasing and | = Peace | Plan B 


production improvements. Peopie close to 
the situation said VW's $100 million pay- 
ment to GM represents approximately 

what VW figured it would end up paying in 


legal fees if the suit dragged on for about ` 
T five years. This year alone, VW estimated 
it would pay out $30 million to $35 million in 
| legal bills, these people said. : 
As for the deal to buy $1 billion i in parts | 
from GM over seven years, a person close | 


to VW said VW bought $200 million of parts 
іп 1995 alone. . 

Relieved that Volkswagen had appar- 
ently decided to cut its losses in the affair, 
investors sent VW shares soaring as word 
of the settlement spread late yesterday. 


VW common shares surged 4.1% in late | 
electronic trading in Germany, to 707.90 | 


marks ($449.66), a record high. 

Shares in GM, meanwhile, rose 12.5 
cents to close at $59.25 in New York Stock 
Exchange composite trading. 

Intense negotiations between GM and 


| VW began Monday in Washington, and 


involved Robert Strauss, VW's outside 
attorney, and Thomas А. Gottschalk, GM's 
general counsel, as well as a top VW 
official, Jens Neumann. The negotiators 
were said to have been in constant touch 
with Mr. Lopez's attorneys, GM and VW 


| board members and the auto makers' 
| chairmen throughout the week. 


Yesterday, VW and GM issued a joint 
statement announcing that a settlement 
had been reached. Both companies ex- 
pressed "'satisfaction" that the matter 
has been resolved and that their business 
relationship can resume under more nor- 
mal circumstances. 

The letter from Messrs. Liesen and 
Piech to Messrs. Smale and Smith stated 
that VW has accepted Mr. Lopez's resigna- 
tion as purchasing chief and that the 
German auto maker “acknowledges the 
possibility that illegal activities by the 
individuals may have occurred.” 

The letter also emphasized the constitu- 


| tional rights of Mr. Lopez and others who 


have been charged in Germany, but also 
stated that “VW regrets any statements 


that have been interpreted to suggest that | 


GM had planted or fabricated evidence. 
We do not believe GM/Opel's actions 
constituted an attack on Germany as an 
industrial location." The letter further 
regretted that "there has been such а 


Wall Street Journal 


Terms of the VW-GM settlement: 


Bi VW will pay GM $100 million 


| ‚ИШ VW vil buy 51. Air cf gars from m x 
"^ overseven years ` Ms 





ш Top VW and GM officials will оса | 
letters expressing "regret" . | 


il GM will drop civil suit FE VW and 
various individuals 


Ш GM will continue to "cooperate" with ' 
-public prosecutors 


Sources: GM, VW 


public escalation of our disputes." Adam 


Opel AG is GM's European unit. 


The letter from Messrs. Smale and 
Smith is shorter, but also expressed regret 
that the matter escalated publicly. It said 
that the civil action wasn't intended to 
"constitute criminal charges." GM further 
pledged “to cooperate fully with public 
prosecutors, as requested by them." 

The U.S. Justice Department is con- 
ducting an investigation of the Lopez mat- 
ter, and recently received access to all the 


| evidence collected by German authorities 
| over the past several years in addition to 
| information it has been collecting itself. 


The settlement of GM's civil suit isn't 


| expected to affect that probe nor the case 


in Germany. 

GM claims that Mr. Lopez, with the 
collusion of top VW executives, stole plans 
to a secret plant and new car models as 
well as lists of GM parts and prices world- 
wide. It has said VW used that information 
to make its own cars cheaper and gain 
market share at GM's expense. Mr. Lopez 


| and all the other defendants have stead- 


fastly denied the charges. 
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· billion in damages in the patent suit: Early 
| this year, another jury awarded Litton an 


How Honeywell Beat · 


Litton to Dominate е 
Navigation-Gear Field 





| It Won a Technological Edge 


In Jetliner Gyro Systems; | 
Then Things Got Ugly 


‚| Memo From Boss: Attack! | 
qm 2:197 
соо 


By WILLIAM М. CARLEY - Y 
Staff Reporter of Тик Wata. Sia scu Јоџима. 

А Honeywell Inc. executive, worried . 
that а rival, Litton Industries Inc., might 
win orders {ог airliner instruments; 
dashed off a memo to subordinates. 

"We seem to be wringing our hands 
because Litton is back in the . .. market ` 
testing us," his 1989 memo said. "Let's 
‘keep "em out’ — ‘stomp on them.’ Once ` 
they are back in, we will have to contend 
with them forever.” . 

The strategy worked. Honeywell, once ` 
а minor player in cockpit instruments, now ` 
dominates the field. It has captured about 
90% of the market for one instrument at the 
heart of the increasingly automated cock- 
pits — an inertial reference. system that 
tells where an airplane is, , NN 

In the process, Honeywell has battled 
and beaten Litton for orders from such 
major aircraft manufacturers as Boeing 
Co., McDonnell Douglas Corp. and Airbus 


. Industrie, and from airlines such as Luft-. 


hansa and Alitalia. Over more than 15 .- 
years, the battle has turned into one of the 
bitterest in industry annals even - 


. thoughthe sales, at more than 5100 million ` 


а year, represent a small portion of each 
company's revenue. | 
Two Major Lawsuits rosae 
Litton has twice sued Honeywell іп. 
federal court іп Los Angeles. One suit 
alleges Honeywell's tactics violated anti- 
trust law. The other charges Honeywell: 
with infringing a Litton patent on its 
inertial reference system. Honeywell has 
denied any wrongdoing. Ü - = 
In 1993, а jury awarded Litton $12 


additional 5702 million in triple antitrust ` 
damages. The amounts of both awards 
have been overturned by judges, however, .. 
and further proceedings to set damages—: 
and appeals —will probably take years. 


But the antitrust case, in unearthing. - : 


internal corporate memos and in execu- - ` 
tives’ testimony, provides a rare inside 
look at a sales war. ES 
À shortcoming in navigation systems 
ignited the Honeywell-Litton conflict. On 
many routes, especially over water where 
there are no land-based navigation bea- 
cons, older jets used a series of spinning 
gyroscopes to help fix their location. But 
the many moving parts in these "'iron- 


| ring" systems often broke, delaying flight 


departures and snarling airline opera- 


dés LI turin tt S p mir m 
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New Technology 


In the 1970s, Honeywell began intense ` 
development of a “ring-laser gyroscope,” 


so-called because a laser beam would be 
shot around a ring of mirrors fixed within 
the instrument. The beam would take 2 
split-second longer to make the circuit if. 
the airplane was moving one way, and a. 


split-second shorter if the plane was moy- 
ing the opposite way. By measuring these _ 


differences, а computer could determine 
which direction the jet was going, and so’ 


help calculate its position anywhere onthe. 


Honeywell engineers installed their 
new instrument in a van in 1976 and drove 
from their headquarters in Minneapolis to 


Boeing plants in Seattle. “А number of . 
` Boeing engineers had the opportunity tb 


ride in that van to see how it navigated on. 
the freeways," Calvin Senechal, a Hon- 
eywell engineer, testified at trial. 


In 1978, Boeing, about to launch two 


| new jets — the 757 narrow-body and the 767° 
| wide-body — asked Honeywell as well as 


Litton to bid for the inertial reference 
systems. Caught off guard, Litton submit- 
ted a traditional iron-ring system. Hon- 


eywell submitted its laser gyro, which, 


with fewer moving parts, promised greater 
reliability. Honeywell won. "et 


ae 


Another Round = hes 
And in 1982, Boeing, to rejuvenate its _ 
Smallest jet, the 737-300, again sought ` 


suppliers. A Honeywell vice president, 
John Dewane, said in a memo to subordi- 


| nates that this “must-win” deal, together . 
with the earlier contracts, would provide . 


Honeywell with large volume and thus 
enable it to slash production costs. E 
This tirne, Litton offered its own ring- 


laser gyro, but Honeywell won again. A | 


1984 Honeywell corporate review summed 


| up the company's position: “Stranglehold · 
on world-wide market." It also said; 


"Strategy: Working like a charm. . єн 
Litton hurting." ia 

Litton was indeed hurting. "We were 
excluded from the 737-300," which had 
become the world's largest-selling air- 
plane, Dudley Mahler, president of Lit- 


ton’s Aero Products division, testified.. 


"With no [market] share, no volume, there 
was no way that we could achieve [lower] 
product cost." With higher costs, Litton 
would either have to bid high to cover 
them — and 50 probably lose more sales to 
Honeywell—or bid lower and lose money. 
Litton tried an end-run around Boeing, 
going directly to airlines to sell its laser 
system. By 1985, KLM Royal Dutch Air- 
lines and Lufthansa, both purchasing 737- 
300s, began pressing Boeing to replace the 
Honeywell system with Litton's. Alarmed, 
Please Turn.to Page A6, Column I 


_ 410 








Continued From First Раде 

Honeywell executives flew to Seattle. . 

"Honeywells motivation," a Boeing 
memo states, “was to establish themselves 
firmly as Boeing's IRS [inertial-reference 
system] supplier and to prohibit Litton 
from entering the Boeing market." Hon- 
eywell gave Boeing a lower price, about 
$60,000 for each inertialreference unit 
(airliners need.two or three units). In 
return, Honeywell got a six-year contract 
making its: units standard -on all three 
Boeing planes. Subsequent negotiations 
have extended the deal to the year 2002. 
` However, КИМ and Lufthansa stil 
wanted Litton's system as an option. But 


131-300 navigation equipment required two | 


digital-to-analog adapters made only by 
Honeywell..And under Honeywell’s deal 
with Boeing, Honeywell would sell the 
adapters for a discounted $36,000 if Hon- 
eywell's laser system was used —but would 
charge an additional $30,000 if Litton's was 
used. That, along with Boeing's extra 
charges for the Litton option, would effec- 
tively block most Litton sales. | 
KLM and Lufthansa did buy Litton's 


system, but only after Litton absorbed ће | 


extra costs for Honeywell's :dapters and 
Boeing's charges. At thetr:.  Litton's Mr. 
Mahler testified that tho: sales were 
made “at a terrible loss." Litton made no 
more sales оп new 737-3005. 
' To раїп-а further edge, Honeywell in 
1986 bought Unisys Corp.'s Sperry aero- 
space unit, which made an array of instru- 
ments, such as cockpit displays, autopilots 
and windshear detectors. Honeywell could 
now discount those products, if necessary, 
to win laser-gyro orders. ‘ 
Barely Surviving 

Litton, meanwhile, was getting its laser 


{шїї on a few other craft, notably Airbus. 


Industrie jets, and it was making money 
retrofitting older jets with new laser sys- 
tems. But as a Litton marketing vice 





president, Ted Sprink, testified, Litton was 


| and finished up being engineered on the 
|'customer's aircraft," a Litton planning 


| the airline switched to Honeywell gyros. 


= 
„ге 
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How Honeywell beat Litton in Air War 


. In a last-ditch effort to survive in the 
| laser-gyro field, Litton pumped tens of 
millions of dollars into a new product. 
Called Flagship, the new laser gyro would 
be simpler in design; last longer and be 
smaller and lighter—important in cockpits 
crowded with instruments. “We were 
building а better mousetrap," Litton Маг-Ё 
keting Vice President Sprink testified. 
‚То finance Flagship development costs, 
| Litton's 1988 plan called for generating; 
“maximum profit from current product.’ 
"That meant raising prices on older prod 
ucts. But that maneuver backfired. 
McDonnell Douglas, planning its news 
MD-90 in 1991, got а Litton offer to instali 
Flagship. But Litton had just raised prices 
by 25% on an older navigation system usec 
on another McDonnell Douglas plane. Ang 
a McDonnell Douglas buyer, Thomas Sim - 
merman, testified that Litton infuriated 
him by threatening to stop shipping its 
system unless it got its price increase. Pe 
` “We told [Litton] that we weren't inter% 
ested in dealing with a company that wag 
essentially putting the gun to our headz 
threatening to stop our production line bg 
not shipping product unless we agree të 
their price," Mr. Simmerman saidi 
McDonnell Douglas, he added, wouldn$ 
even consider Flagship for the MD-90 ang 
. told Litton salesmen to "go pack sand." 
. Honeywell, meanwhile, had heard Lig 
ton was back in the market with a new 
better and smaller ring-laser gyro. That 


























just "hanging on by our fingernails.” 
Then, Litton took another blow. Laser 
gyros were more reliable than older units, 
but after a while even laser units failed. 
While Honeywell had problems, Litton— 
with less volume and hence less know-how 
to iron out bugs — seemed to be plagued 
with failures in the late 1980s. At one point, 
Litton replaced airlines' ailing laser Sys- | 
tems with new ones containing а fix. But 
soon, the fixed systems didn't work. 
The new product created “а panic 



















document placed in evidence says. When 
some studies showed Honeywell units last- 
ing 7,500 flight hours before failing but | 
Litton.units lasting only 3,000, one Litton 
man scribbled on a failure-statistics nemo 
to a subordinate: “Read it and weep." 
At.trial, Litton executives said the 
statistics were distorted, but Litton's repu- 
tation for less reliability began hurting 
sales. Litton units failed at KLM, and as à 
result, Litton's Mr. Mahler testified, 
"there is no denying ... we lost our 
support" in the KLM engineering depart- 
-ment. When KLM subsequently: picked a 
laser system for another type of Boeing jet, | 








Moreover, Honeywell underbid Litton. 
As Mr. Mahler described it, KLM “got a 
very large [price cut] from our friends at 
Honeywell. We matched it. Honeywell ш- 
creased it. We got to the point where it was 
very, very expensive." Litton, he said, 

` couldn't afford to cut its price further. 
Strategic Shift | 

Battered by higher costs, reputed relia- 
bility problems and declining sales, Litton 
in 1987 shut down its marketing efforts. 
Laser-gyro products “аге generating an 


€ - 





| unsupportable loss," Litton's 1988 strate- : 


gic plan said. “We can't beat Honeywell in 
the current game-- -hange the game.” | 


| 








| when Honeywell Vice President Dewane | 


dashed off his memo about Litton kasama 
the... market testing us." 

A Honeywell: marketing official re- 
sponded, noting іп а strategy paper that 
Litton was “stretched thin." He suggested 
exploiting this vulnerability by attacking 
Litton at its major customers. "Some good 
points. Let's attack!!""-his boss scrawled оп 
the strategy paper. · 

Honeywell attacked at a key Litton 
customer, Airbus Industrie, in what be- 
came the climactic battle. More open 
than Boeing to competing suppliers, 
Airbus had used Litton's laser gyros on 


several planes. But Honeywell had become | 
| sole supplier of laser gyros on the small 
| Airbus A-320 partly by paying Airbus $1 


million in lieu of a price cut. In a memo to a 


colleague, a Honeywell marketing official, 


Dougias Snure, explained the payment: 
"Litton was coming on at the airlines as а 
second source" of gyros for the A-320, “апа 


we cut this deal to exclude them." (Under | 


the contract, Airbus was to refund $10,000 


for each of the first 100 planes using a | 


Litton gyro. None was installed.) 
Honeywell also had been assiduously 

cultivating Airbus executives. In a letter 

discussing future gyro sales written to 


Roger Chanut, an Airbus vice president, | 


Honeywell Vice President Dewane added, 
"We would be delighted to have your son 
work at our Minneapolis facilities for the 
summer of 1987." 

By the time Airbus decided to launch 


| A-330 and А-340 wide-bodies in the early 
1990s, Litton was desperate. "I had been 


completely blocked at Boeing, at McDon- 


nell Douglas ... the doors were all 
closing," Mr. Sprink, the marketing man, 
testified. An Airbus ‘deal “was the last 
hope. We must get on those airplanes.” 
So, in 1991, Litton made a secret agree- 


. ment with Aerospatiale, the Airbus consor- 
‚ tium member that builds Airbus cockpits 
‘and has а major say on instruments. Litton 


would pay the French company $3 million 
annually for engineering costs and a “рге- 
ferred position,” meaning Litton expected 
to get its gyros on 65% or more of A-330s, 
А-3405 and the A-321, a new small jet. | 
To get that 65%, Litton salesman James 


Govostes wrote in a memo to Litton 
headquarters that there would ђе а “тајог | 


philosophical shift by Aerospatiale to sup- 
port covertly Litton.” Aerospatiale, he 
added, “will generally make life very 


| miserable for Honeywell" in Honeywell's. 


attempt to have its gyro certified by safety 


| authorities on the Airbus planes. 


But Honeywell got wind of the strat- 
egy – a Litton “under-the-table deal” with 
Aerospatiale, one Honeywell memo called 
it — and Honeywell set out to undermine it 


-by going directly to an Airbus customer, 
‚ Alitalia. The launch customer for the A-321 


with an order for up to 60 jets, Alitalia 
would prove to be a crucial decision-maker 
on gyro systems. 

Litton offered the Italian line a dis- 
count. But safety authorities were pressing 
Alitalia to install windshear detectors on 
its older jets. And Honeywell, a producer of 
windshear instruments as a result of its 
Sperry acquisition, offered the instru- 
ments free plus other price breaks that 
Honeywell valued at $13 million—it Alitalia 


| Would buy Honeywell’ S gyro. 


" w 


Litton lost. The Honeywell concessions 
to Alitalia were “50 overwhelming that we 
couldn't afford" to match them, Litton's 
Mr. Sprink testified. From the early 1980s 


through: 1993, according to a Litton count of, 


sales to the big three aircraft producers, 
Honeywell sold 11,944 ring-laser gyros and 
Litton 1,099. Of the jets = laser sys- 
tems, Honeywell won on 97% of Boeing 


planes, 100% of McDonnell Douglas чап: 


and 77% of Airbus jets. 

At trial, Honeywell lawyers argued the 
company had won fairly. “Honeywell was 
first in research . 


structured its contracts to exclude Litton, 


the world's only other maker of ring-laser 


gyros for airliners, to gain a monopoly. ` 


In Los Angeles in July, Federal Judge' 
Mariana Pfaelzer ruled that there was: 
sufficient evidence for the jury finding that 
Honeywell, by using long-term contracts. 


with penalties if Litton gear was used, Пай 


wielded monopoly power. She has ordered. 


a second trial to set damages in the 
antitrust suit. Mr. Cooper, the Honeywell 


- attorney, says the company will appeal the 


damage award as well as the basic finding 
of antitrust violation. Judge Pfaelzer also 
wili preside over a second trial to set 


damages in the patent-infringement case.. | 


‚ first to the market- 
piace, first in reliability and first ;in. 
the eyes of the customers," a Honeywell 
attorney, Robert Cooper, said. Litton, ће 
contended, was consistently “а day late. 
and a dollar short," losing because it had | 
tried to foist an unreliable system on the: 
aviation industry. Litton's lawyer, Thomas. 
Nolan, argued Honeyweil had deliberately , 
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Honeywell In The News | December 4, 1997 
DEC-23-1997 18:28 ~ Pme 
E.U. OKs FF140 Min Subsidy For Airbus Flight Control System 0$ 


Dow Jones News Service via Dow Jones 


BRUSSELS (Dow Jones)—The European Union Commission Wednesday gave France 
clearance to give FF140 million in subsidies to aircraft maker Airbus Industrie 
(F.ABI) to go toward financing its new flight control system. 


The Commission said the project would allow Airbus to “reduce its dependence" 
on Honeywell Inc. (HON) and bridge the competitive gap between navigation 
systems on its planes and those used in 747 and 777 aircraft made by Boeing Co. 
(BA). 


WHARTON REPRO GRAPHICS 


The new Airbus flight control systems will be used in new A320 and A330/340 
aircraft from 1999. . 


The Commission noted that Honeywell has, until now, had а "quasi-monopoly" in 
Airbus navigation systems. 


The production of the control systems will be carried out jointly by France's 
Sextant Avionique, a unit of Aerospatiale (F.ASP), and Smiths Industries PLC 
(U.SIN) of the U.K. 


"The project will allow Smiths - which currently produces such systems for 
Boeing 7375, to retum to the market for Airbus flight control systems," the 
Commission said. | 


Based in the French city of Toulouse, the Airbus consortium consists of 
British Aerospace PLC (U.BA), Daimler-Benz (DAI) of Germany, France's 
Aerospatiale, and Construcciones Aeronauticas SA of Spain. 

-By Grainne МеСапћу; 32-2-286 01 30; gmecarthy@ap.org 


(END) DOW JONES NEWS 12-03-97 
07:56 AM | 


-0- ? 56 AM EST 12-03.97 

: TICKER: ABI.O DAI CSA.O ASP.O DALG MES.G BAL 

:SUBJECT: AERO AUTM SPRC BELG EC FRAN GERM SPAN ENGL 
Copyright (c) 1997 Dow Jones and Company, Inc. 

Received by NewsEDGE/LAN: 12/3/97 4:56 AM 
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PPMT 203 VIEWGRAPHS: CLASS 13 
INTELLECTUAL PROPERTY 
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CLASS 3 
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CLASS 5: 


CLASS 6: 
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‚ CLASS 8: 


CLASS 9: 


CLASS 10: 


SOURCES OF NONMARKET ISSUES 
. POLICY LIFE CYCLE 


MARKET FAILURES: NATURAL MONOPOLY 
EXTERNALITY 
PUBLIC GOOD 
IMPERFECT INFORMATION 


NONMARKET FAILURES: ARROW'S IMPOSSIBILITY THEOREM 
PRISONERS DILEMMA 
MEDIAN VOTER THEOREM 
PROBLEMS OF BUREAUCRACY 
UNINTENDED CONSEQUENCES 


THEORY OF MEDIA COVERAGE AND TREATMENT 


WILSON MATRIX: | ENTREPRENEURIAL POLITICS 
CLIENT POLITICS 
INTEREST GROUP POLITICS 
MAJORITARIAN POLITICS 


HOW A BILL BECOMES LAW 
HOW A POLITICAL IMPULSE BECOMES A REGULATION 


REGULATORY AGENCY EMPLOYEE GROUPS 
WHAT LOBBYISTS PROVIDE THE LEGISLATIVE PROCESS 


EUROPEAN UNION 
COMMON MARKET V. CUSTOMS UNION 
MUTUAL RECOGNITION V. HARMONIZATION 
BARGAINING WITH REGULATORS 


POLITICS OF TRADE POLICY 
ROLE OF WTO 


ANTITRUST LAW RE CONDUCT: SHERMAN ACT, SECTION 1 
FEDERAL TRADE COMMISSION ACT, 
SECTION 5 

PRICE FIXING 

ILLEGAL CONDUCT 
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CLASS 12: 


CLASS 13: 
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. ANTITRUST LAW RE MONOPOLY: CLAYTON ACT, SECTION 7 


SHERMAN ACT, SECTION 2 
HHI INDEX 
EU ANTITRUST LAW 


INTERNATIONAL MERGER CONSIDERATIONS 


INTELLECTUAL PROPERTY: PATENT 
COPYRIGHT 
TRADEMARK 
TRADE SECRET 


Contestability and the Design of Regulatory 


and Antitrust Policy 


By ELIZABETH E. BAILEY* 


The theory of contestable markets, as ad- 
vanced in a series of recent papers, encom- 
passes a broad variety of market forms. (See 
William Baumol, Bailey, and Robert Willig; 
Baumol and Willig; and John Panzar and 
Willig.) However, its most dramatic results 
relate to natural monopoly. The theory per- 
tains to markets which have substantial at- 
tributes of natural monopoly, but which are 
characterized by free and easy entry and 
exit. For such markets, the cost-minimizing 
market structure calls for a single seller, yet 
the theory asserts that these sellers are 
without monopoly power. In the case of 
contestable markets, potential entry or com- 
petition for the market disciplines behavior 
almost as effectively as would actual compe- 
tition within the market. Thus, even if oper- 
ated by a single firm, a market that can be 
readily contested performs in a competitive 
fashion. | ! 

In this paper, I advance the proposition 
that the theory of contestable markets can 
be extraordinarily helpful in the design of 
public policy. Particular markets can readily 
be observed to see whether the elements of 
contestability are present. Even more im- 
portant, the tools of public policy do, by 
their nature, influence the degree of con- 
testability. Just as traditional regulatory and 
antitrust policies often included elements 
that precluded contestability, so today there 
is a. significant opportunity to redesign pub- 
lic policy so as to promote contestability. 
Тће new theory can facilitate the formula- 
tion of policy which permits toleration of 
factors that make for natural monopoly 


*Member, Civil Aeronautics Board. I wish to thank 
William Baumol, Mina Cornell, Vance Fort. Charles 
Jackson, John Panzar, Roy Pulsifer, and Robert Willig 
[or their very helpful comments on an earlier draft of 
this paper. The views expressed in this paper are my 
own and do not necessarily reflect official policy of the 
Civil Aeronautics Board. 


while at the same time lessening the need 
for public intervention. 


L. The Elements of Contestability ` 


The key element of contestability is that a 
market is vulnerable to competitive forces 
even when it is currently occupied by an 


· oligopoly or a monopoly. That is, if any 
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incumbent is inefficient or charges excessive . 


prices or exploits consumers in any other 
way, successful entry must be possible and 
profitable. Thus, in contestable markets, en- 
try апа exit must be free and easy. There 
can be actual competition from either within 
the market or from a nearby substitute 
service, or there can exist potential entrants 
who face a cost structure that 1s no different 
than that of firms already in the industry. 
There must also be sufficient pricing flexi- 
bility so that potential entrants can under- 
cut current suppliers. Economues of scale 
and/or large fixed costs are compatible with 
contestability. Even markets characterized 
by sunk costs may be contestable if these 
sunk costs are readily transferable or are 
borne by an епшу other than the firm itself. 
The theory of contestability does not erase 
all problems associated with oligopoly or 
monopoly.supply, for there is always the 
possibility that substainable prices may not 
exist. This situation occurs, for example, 
when а cost structure 1s such that the cost of 
supplying a subgroup of consumers is less 
per unit than the cost of supplying the entre 
group of consumers (see Gerald Faulhaber). 
But in all cases where sustainable.prices can 
exist, the theory offers strong guidance for 
proper design of public policy. 

Intuitively speaking, the theory of соп- 
testable markets builds on the tradition of 
Harold Demsetz, who first pointed out that 
it is sunk costs not economies of scale which 
constitute the barrier to entry that confers 
monopoly power. It is primarily the risk 
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involved in expending large sums of money 
in order to acquire sunk-cost facilities that 
deters new entry when an otherwise profit- 
able entry opportunity arises. Potential com- 
petition becomes an ever more effective 
lorce as the extent of large irretrievable en- 
try costs declines. Similarly, incumbent 
firms, even those who have borne the burden 
of acquiring the sunk cost facility, аге а 
problem for public policy only to the exten: 
that they have permanent or exclusive access 
to that facility. Consequently, the single most 
important element in the design of public 
policy for monopoly should be the design of 
arrangements which render benign the ex- 
ercise of power associated with operating 
sunk facilities. | 

One way to avoid the exercise of monop- 
oly power is to have the sunk costs borne by 
.ù government or municipality, as they are in 
U.S. highway systems or airports, or by 
mandating that sunk costs be shared by a 
consortium, as is to some extent true of 
international broadcasting satellites, rather 
Шап to have the sunk costs incurred by the 


‚ firm that is supplying the services. Virtually 
‘any method will do as long as there are 


contractural or other arrangements that are 
nondiscriminatory and permit easy transfer 
or lease or shared use of these cost commit- 
ments. 

The theory tells us that when sunk costs 
are borne exclusively by a serving natural 


.monópoly, as are railroad tracks in this 


country, and as are local telephone loops, 
then there may be a need for some form of 
government intervention to assure society 
that no excessive monopoly rents are earned 
from those facilities. By detaching sunk costs 
from the -serving firm, much of the need 
for traditional economic regulation of the 
service industry disappears, even if the 
industry. is -still a natural monopoly. In- 
stead, government intervention сап often be 
limited to ensuring fairness of access to the 
sunk. facility. 

Fixed costs are not, according to the the- 
ory, a villian unless they also happen to be 
sunk. For example, although airplanes and 
barges might be individually costly, their 
mobility from mark:: to market and their 
:ability to be resold -aders this cost unim- 


MODELS FOR ANTITRUST | 179 


portant as an entry barrier to a particular 
route and, consequently, as a source of mo- 
nopoly power. Technological economies may 
be such that only one firm can actually 
serve in the market at any one time, but 
without exclusive rights to sunk facilities, 
the monopoly cannot expect to extract mo- 
nopoly rents. 


II. Design of Regulatory and Antitrust Policy 


Unlike some policy prescriptions, the-the- 
ory of contestable markets can readily be 


‚ applied. The theory is clear about what types 


of policies enhance and what types interfere 
with the natural contestability of markets. 
In this section, I review traditional regula- 
tory and antitrust policies which often served 
to preclude contestability, and describe how 
current policies are beginning to reverse this 
trend. 

Consider, for example, the traditional 
licensing policies'of the Civil Aeronautics 
Board (CAB) and the Interstate Commerce 
Commission (ICC). These policies restricted 
entry whether by new suppliers into the 


- “industry or by established suppliers into 


routes already served by others or not served 
by anyone. Entry was restricted both in 
dense markets which were structurally com- 
petitive and in thin markets where there 
might be expected to be only a single sup- 
plier. Authority was only conferred if it was 


likely to be used. There was no value placed 


on the benefit of having a pool of potential 
competitors who could respond to a poten- 
tial profit opportunity by entering the 
market. 

In contrast, the current policies of both 
the [CC and the CAB are to confer substan- 
tial new authority, whether actually used ог 
not, thereby enhancing the degree of both 
actual and potential competition. The new 
policies are based on the theory that both 
trucking and aviation markets are, in the 
absence of regulatory intervention, naturally 


contestable.: Capital is highly divisible in the - 


trucking industry, and there is every reason 
t0 suppose that market mechanisms will 


work in allocating which exact commodities 


are carried by which particular trucking firm 
on which.route. Even in nondense city-pair 
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markets in aviation, where technological 
economies of scale with respect to aircraft 
size along with small traffic demand argue 
for a limited number of (turnaround) flights 
per day, potential competition should be 
able to act as a potent force. This is true 
because the major portion of airline capital 
costs, the aircraft, can readily be moved 
from one market to another. Thus, it 5 not 
surprising that John Panzar and [ were able 
to cite evidence that, in late 1979 and early 
1980 in the medium-and long-haul routes 
served by local service carriers, potential 
competition by trunk carriers was effectively 
policing the pricing behavior of the local 

Regulation by the Federal Communica- 
üons Commission (FCC) has also encour- 
` aged monopoly supply and prevented the 
emergence of contestable markets. There 
were rules that insisted upon monopoly 
supply of terminal equipment, even though 
the state of technology in that portion of the 
industry does not appear to favor, much less 
mandate the existence of a single supplier. 
Only in the last decade (after the Carterfone 
decision in 1968, the Equipment Registra- 
tion Program in 1977-78, and a successful, 
denial of AT&T's Primary Instrument Con- 
cept in 1979 by the Supreme Court), 15 eco- 
nomic control of equipment supply giving 
way to a policy which attempts to avoid 
network harm while permitting a variety of 
firms to supply the many termunal equip- 
ment devices that are now available for 
business and for household use. 

Entry into the provision of transmission 
services was also precluded by government 
rule. At first, the rationale was to prevent 
destructive competition in an area that was 
considered to be a technological natural 
monopoly in which sunk costs played a 
major role. However, over time the sunk-cost 
aspects of cable technology have become 
mitigated by technical changes which led to 
the introduction of wireless transmission 
systems such as microwave services and, 
more recently, of satellites. With these new 
techniques have come new policies which 
have attempted to encourage both actual 
and potential competition. The Above 890 
Decision in 1959 gave a number of mod- 
erately large firms microwave transmission 
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privileges. The Domestic Satellites Decision 
encouraged firms other than AT&T to enter 
the domestic satellite business, and a later 
decision on Shared Use and Resale рег- 
mitted customers of leased lines to resell 
their services. With the Execunet Decision 
in 1978, private carriers such as MCI and 
DATRAN were permitted to offer network 
services which compete in the broadest sense 
with the service offerings of the traditional 
telephone companies. 

Traditional pricing policies of regulatory 
agencies have also interfered with the con- 
testability of markets. One common practice 
has been to.fix minimum or maximum rates, 
A typical result of this policy is that ob- 
servable from stock brokerage regulation 
prior to 1975, where fixed rates meant that 
all customers paid for ancillary brokerage 
services, whether or not they used thém. In 
the five years since the opening of these : 
commission rates, a variety of price/service ` 
options have been introduced. These in- 
clude discount brokers as well as arrange- 
ments whereby large buyers and sellers pay 
less per unit since the costs of serving them 
are lower. | 

Another practice common at the FCC 
and the CAB has been to set prices 
by formula, requiring equality of price for - 
services over equal distance по mat- 
ter whether the services involve sparsely 
traversed and hence costly rural routes, or 
routes which are heavily used and less costly. 
These formulas have many disadvantages. 
Perhaps the most obvious is the element of 
cross subsidy involved, with its concomitant 
requirement that competition be restricted 
on the lucrative routes. А second disad- 
vantage of price formulas is that they tend 
to lag well behind téchnical changes. If, 
as in both aviation and communications, 
technical change tends to reduce costs more 
for long- than for short-haul services, the 
formula tends to create a bias which under- 
values local services and overvalues long 
distance services. Yet a third disadvantage 
of the formulas is that they preclude price 
competition even where it involves innova- 
tive notions. For example, the CAB price 
formula of the early and mid-1970's pre- 
cluded acceptance for interstate service of 
the high frequency/low fare proposals that 


LEG 


428 


VOL. 71 NO. 2 


were so successfully marketed by intrastate 
иг carriers, such as Southwest Airlines in 
Texas and Pacific Southwest Airlines in 
California. | 

In addition, antitrust policy has been used 
in ways that preclude the flexibility needed 


lor contestability. One ргасисе has been to 


gant antitrust immunity for rate con- 
ferences so that competing firms set rates 
jointy in a government approved cartel 
arrangement. At the ICC, these conferences 
not only serve to preclude price competi- 
tion, but they have resulted in the pricing 
of trucking . services at levels which have 
achieved rates of return for the major car- 
ners of 30 to 40 percent or more and sub- 
stantial rates of pay for teamster members. 
The recently enacted Motor Carrier Act of 
1980 (Pub.L. 96-296) has authorized a study 
commission to make a full and complete 
investigation upon the continued need or 


lack of need for continued antitrust immun- 


ity in this area. 

Another practice has been to confer anti- 
trust immunity in situations where scarce 
capacity is allocated. This has been done, 
for example, by the CAB which has granted 
antitrust immunity to the incumbent airlines 
(o meet and allocate among themselves the 
available landing slots at four major U.S. 
airports according to a rule of unanimity. 
The CAB and the FAA have recently com- 
missioned а study by the Polimonic Re- 
search Laboratories of alternative, less anti- 
competitive methods for slot allocation. (See 
David Grether, R. Mark Isaac, and Charles 
Plott.) 

Another step in altering antitrust policy to 
reflect contestability theory was taken by 
my colleagues and myself at the CAB when 
we refused to use traditional market share 
measures to preclude mergers. In the Texas 
International and National acquisition case, 


_ for example, the Department of Justice 


recommended disapproval based in large 
part on market share data. They reasoned as 
follows: The Houston-New Orleans market 
shares for the twelve months ending June 
30, 1978, were (in percent): National, 27, 
Delta 23, Texas International 24, Continen- 
tal 17, and Eastern 7. The share of the two 
leading firms was therefore 5] percent and 
would be almost 75 percent after a combi- 


те 
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nation of Texas International and National. 
This number was greater than comparable 
figures im mergers declared unlawful by the 
Supreme Court. The CAB countered by 
arguing that concentration ratios were not 
instructive in this case since with the pas- 
sage of the Airline Deregulation Act of 1978 
(Pub.L. 95-504), there was now relative ease 
of entry, even for small carriers, into such 
markets. In the Houston-New Orleans 
market in particular, there were eleven car- 
riers with stations and functioning facilities 


. already in place at both ends of this market. H 


Therefore, the CAB reasoned that: the 
markets were readily contested and did not 
find that a merger would be anticompetitive. 
Indeed, by the time the CAB order was 
written, a small regional carrier, Southwest 
Airlines, had entered:the market with a low 
fare turnaround service and was Offering 
approximately 25 percent of the capacity 
of the market. (See CAB Order 79-12- 
163, 164, 165.) 


ОШ. Rules for Policy Design 


The previous section has highlighted a 
number of the principles underlying reform 
policies. These principles include the re- 
moval of regulatory or antitrust barriers that 
prevent the access of competitors or that 
prevent competitive pricing. They include 
the examination of markets to ascertain 
whether potential competition is workable 
before actual share of market is taken to be 
a sign of monopoly power. The theory also 
Suggests additional rules of thumb that can 
be used to guide policy design. 

One such rule is that there should be 
coordination between pricing and entry 
policy. Freedom of entry into а market 
where incumbent suppliers are constrained 
10 price according to a regulatory formula 
may result in "cream skimming." Freedom 
(0 price in a market where entry is pre- 
cluded by regulatory fiat may well lead to 
gauging of consumers. Thus, to produce re- 
sults that enhance the public welfare, free- 
dom of entry should be accompanied by 
freedom of pricing and the reverse, 

A second rule is a smallness doctrine, 
under which regulatory barriers to small en- 
trants should be removed wherever possible. 
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An example is the elimination by the FCC 
of all regulations for cable subscriber sys- 
tems with iewer than 1,000 subscribers, or 
about 40 percent of cable systems. Another 
example was the decision of the CAB not to 
regulate route access or pricing for the com- 
muter segment of the airline industry. Suc- 
cessful entry by small firms provides an 
excellent signal to a policymaker indicating 
that, under current economic conditions, 


there is room for enhanced competition. This. 


competition often takes the form of the 
introduction of price/service innovations, 
such as Laker's Skytrain services from New 
York to London. 

A third rule is that substantial pricing 
freedom can be granted if there is a compe- 
titive check offered by intermodal competi- 
üon. It was sound policy when the ICC 
recently permitted railroads total pricing 
freedom for transportauon of fresh fruits 
and vegetables. The ICC reasoned that 
а competitive check existed since truck 
transportation of these commodities was al- 
ready deregulated. The railroads responded 
strongly to their new freedom and increaséd 
“their market share from 24 to 40 percent in 
only seven months. (See Darius Gaskins, Jr. 
and J. M. Voytko.) Thus, by segmentation 
of the industry, it may become possible to 
permit substantial pricing freedom in areas 
where carriers’ ability to exploit market 
power is curtailed. 

A fourth rule for the enhancement of 
contestability is that entry and exit should 
be made as easy as possible. Expedited pro- 
cedures based on written pleadings rather 
than oral process can enhance this process. 
Another idea is to shift the burden of proof 
so that new entrants do not have the burden 
of showing that entry is in the public inter- 
est, but rather incumbents must argue that it 
is not. Both of these policy ideas have played 
important roles in the reform of aviation 
- and transportation policy. 

Other rules must be devised to handle 
sunk-cost problems. These may include en- 
couraging technical changes that replace 
technologies involving large sunk costs with 
technologies that offer more opportunity for 
mobility or shared use. They may also in- 
clude a careful look by policymakers of 
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access rules to sunk facilities. For example, 
access problems can arise when airport 
authorities attempt to meet slot or noise 
constraints by banning new entry while al- 
lowing incumbent carriers to expand their 
operations at will. They can also arise under 
long-term lease arrangements which allocate 
airport space to particular carriers, and give 
these carriers the power to determine when, 
if, to whom, and at what price to sublease - 
space to their competitors. The problem is 
illustrated by Laker Airways’ search for gate 
and terminal space at Kennedy Airport in 
1977 and 1978. Because the international 
terminal which is owned by the Port 
Authonty was full, Laker contacted various 
airlines with no success, despite the fact that 
at least one terminal —National's— had un- 
used space throughout the period. Laker 
was unable to get help from the Port: 
Authority. It had to sell tickets at Queens 
Boulevard in Long Island and take pas- 
sengers and their luggage to Kennedy by 


‘bus. 


In the case of railroads, one of the most 
difficult problems blocking comprehensive 
rail deregulation is associated with the costs 
sunk in the rail- lines to major coal using 
facilities, such as electric power-plants. Once 
sites have been chosen for these plants, vir- 
tually no mobility is possible. The resulting 
problems should be dealt with using the 
principles laid out in contestability theory. . 
Policymakers should look for solutions 
which permit and encourage competition 
from other sources, such as slurry pipelines. 
Or policymakers could supervise a transfer 
of the ownership of tracks to coal munes or 
to the public sector, which would then seek 
bids for shipping the coal. The theory pro- 
vides a framework for the formulation of 
policies capable of coping with such prob- 
lems. 

In communications, the sunk costs of lo- 
cal telephone networks are, at present, fully 
borne by the Bell System. At issue now 
is the system of prices for access to these 
local networks. The design of “Exchange 
Network Facilities for Interstate Access” 
(ENFIA) tariffs with the principles of con- 
testability in mind would call for the . 
replacement of the current negotiated 
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ENFIA tariffs with a system of prices that 
are the same for all vendors of network 
services so that the Bell System and others 
would all face the same costs of intercon- 
nection to the local network. With such 
equal opportunities afforded to all actual 
and potential competitors, with no barriers 
to entry, and with a policy of flexibility 
toward prices, the market might be expected 
to assure a socially efficient provision of 
network services. 


` IV. Summary 


This paper has с ered suggestions on how 
the theory of contestability can be used to 
organize the analysis of public policy. The 
theoretical concept of contestability has been 
shown to provide precisely the sort of gui- 
dance that has been needed for there to be 
an exiting confluence between economic 
theory: and the design of regulatory and 
antitrust policy. 
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Deregulation: Causes and Consequences 


ELIZABETH E. BAILEY 





Аз a consequence of deregulation, there have been funda- 
mental changes in the way transportation and communi- 
cations firms are conducting business. Companies are 
finding that they must be driven by market opportunities 
and financial needs, not by regulatory considerations. 
Prices must be based on cost, operations must become 
more efficient, and consumer-oriented product niches 
must be found. Moreover, deregulation has added а new 
clement in industrial dynamics, by fostering more rela- 
tions between the various modes of transportation and by 


cross-fertilization in computer and telecommunication _ 


technology. All in all, a more competitive and innovative 
spirit emerges from deregulation. 





UCH IS KNOWN ABOUT THE CONSEQUENCES OF DEREG- 

| ulation of airlines, trucking, railroads, and communica- 

tions. Some economists are aware of the results, bur 

people in other disciplines are less knowledgeable about what has 

happened. This summary is written to inform the scientific commu- 

nity about the effects of whar has been a social science experiment 
replicated in four major industries (J). 

The agencies that oversee transportation and communications 
regulation were largely established between 1887 and 1935. Regu- 
latory control over entry (authorization to serve particular markets) 
was deemed necessary to avoid destructive competition. The limit- 
ing of entry, however, conferred monopoly pricing power, which 
was controlled by regulating price as well Initially, the railroads 
accepted regulation to ensure stability and orderly growth; the 
' agricultural interests actively sought regulation to protect them from 
monopolistic exploitation by the railroads. However, technological 
change lowered the costs of some services and brought new modes 
into being, thereby complicating the task of regulation. In transpor- 
tation, the regulatory net spread from railroads into structurally 
competitive sectors such as trucking. In communications, cross- 
subsidy became the rule as political (rather than economic) forces 
distributed the benefits of technological charige. 

Over ume, it became increasingly evident that regulated compa- 
nics lacked incentives to keep . 
responsive to consumer demands. The regulatory agency began to 
be seen as an inadequate forum for decisions about whether there 
was a market for new technology. Reforms began in communica- 
tions as early as the 1950’s and gradually spread to the transporta- 
don sector, reaching a peak in the late 1970s and early 1980s. In 
the communications sector, reform came with government interven- 
tion through divestiture—the breakup of American Telephone and 
Telegraph (AT&T)—as well as deregulation. In contrast, in air 
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transportation, deregulation meant virtual elimination of economic 
intervention, through removal of governmental control of entry and 
prices. In transportation, Congress and regulatory agencies played 
the major reforming roles; in communications, significant deregula- 
tory steps were taken by the Justice Department, the courts, and the 
Federal Communications Commission. 


Motives and Extent of Deregulation 


jon measures have been most extensive in the airline 


industry. Since фе mid-1930’s, the Civil Aeronautics Board (CAB). 


had controlled entry inco airline markets by establishing boundaries 
between types of carriers: trunk airlines served major long-haul 
markets; local service airlines provided subsidized jet service within 
regions and gathered short-haul feeder traffic for the trunks; com- 
muter airlines with small propjet aircraft served the thinnest markets 
without rate or route regulation; supplemental carriers provided 
charter services. Each trunk and local service carrier was further 
restricted to specific routes; for example, United Air Lines was 
authorized to serve north-south routes on the West Coast, while 
Delta or Eastern served such routes on the East Coast. А few carriers 
provided jet services wholly within state boundaries, and thus were 
exempt from CAB regulation. The rates of these intrasrare airlines 
were set by market competition, whereas the fares for CAB- 
regulated trunk and local service airlines were determined according 
to a set formula. у 

Ihe early mnpetus for deregulation was provided by studies 
comparing costs and fares of regulated carriers with those of the 
intrastate airlines. Analyses showed that fares were nearly 50% lower 
for the intrastate carriers over comparable routes and, moreover, 
that these carriers were generally profitable even with the lower fares 
(2). Moreover, studies showed that lack of CAB jurisdiction over 
frequency of flight and investment in aircraft, along with а regula- 
tory price formula in which the excess of prices above costs tended 
to be greater the longer the haul, had produced mically low 
load factors (percentage of seats filled) on long-haul flights (3). Sall. 
other analyses found thar scale economies did nor exist to а 
significant degree in the airline industry (4). Thus, when administra- 
tive deregulation at the CAB began in 1976, апа when Congress 
passed the Airline Deregulation Act in 1978, a scheme of total 
ссопопис deregulation was adopted. Route authority was to be 
phased ош on 31 December 1981, and fare regulation 1 year later. 
The remaining tasks, involving international negotiations and small 
community service, shifted to the Department of Transportation on 
1 January 1985, at which time the CAB ceased operations. There 
were по changes in safety regulations, which are overseen by the 
Federal Aviation Administration (5). 

Deregulatory measures in surface transportation have not been as 
pervasive as those in the airlines. The jurisdiction of the Interstate 


Commerce Commission (ICC) over railroads began in the last 


quarter of the 19th century and over trucking, it began with the 
Motor Carrier Act of 1935. Regulatory control of trucking took the 
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Fig. 1. History of local 
exchange, fixed costs al- 
located to interstate ser- 
vice, [Adapted from (9)] 


[x Costs allocated 
to interstate 


Е interstate usage > 





Local fixed plant cost (%) 


0 
1940 
Calendar years 


form of certificates describing the commodities permitted то be 
hauled and the specific routes along which each commodity could be 
carried. Railroad rates were strictly controlled, and fares for manu- 
factured goods were set high relative to those for bulk and agricul- 
tural commodities. Yet, because costs of delivering manufactured 
goods were not much different for rail than those for muck, trucks 
were able to draw this profitable business away from the railroads 
(6). Thus, in time, the high-rate high-marpin traffic of the railroads 
eroded, and the low-margin traffic remained. Return on rail invest- 
ment averaged a mere 2.42% between 1962 and 1978, contributing 
to low investment, inadequate maintenance, and deteriorating ser- 
vice. : à ! 

. Bankruptcy of the Penn Central focused interest on the plight of 


` railroads, and two pieces of railroad legislation were passed, one in 


1976 and the other in 1980 (7). The reform legislation codified the 
view that full deregulation was not appropriate for railroads since 


some markets, such as coal transport, were captive. Rate regulation ` 


and price intervention were to be maintained in such captive markets 
(where effective competition from trucks was missing). Other 
markets (where railroads and trucks could compete effectively) were 
deregulated. Truck reform legislation was passed in 1980. It liberal- 
ized entry policies by shifting the burden of proof to opponents to 
show that entry would be harmful to consumers; it did not eliminate 
annust immunity for collective rate-making, although it did grant 
some degree: of pricing freedom. : 

The purpose of telecommunication regulation was to make high 
quality service available to everyone .. the country at reasonable 
prices. The Federal Communications mmission (FCC) assumed 
responsibility for regulation of AT&T's interstate services in 1934, 
but state regulation of intrastate services continued. With interstate 


further. For example, in 1959, the FCC gave firms the right to use 
microwave transmissions for private lines, that is, telephone services 
not involving any connection with the local Bell exchange. In 1969 
it allowed Microwave Communications, Inc. (MCI), to build 
limited microwave faciities ing Chicago, St. Louis, and nine 
intermediate points. The D.C. Circuit Court in 1977—1978 went 
beyond the FCC decisions by extending freedom of entry and 
allowing direct competition with AT&T on long-distance service 
(10). 

The most important deregulatory move in telecommunications 
came with the antitrust suit against AT&T which was filed by the 


Department of Justice in 1974 and зешед in carly 1982. As part of I 


the settlement, AT&T agreed to divest itself of the local portions of 
its 22 Bell operating companies, which were restructured into seven 
Separate regulated monopolies. These seven new operating firrhs are 
excluded from long-distance service and from manufacturing termi- 
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nal equipment. AT&T continues to provide long-distance (but nor 
local) service and manufactures terminal equipment, but other 
suppliers may compete in both spheres, and customers can choose 
any supplier they wish. Moreover, by the end of 1986, all long 
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distance companies will have the same convenience of connection to f 


local networks as that afforded то AT&T. Finally, the governmenr 
has removed the restrictions limiting AT&T to provision of com. 
mon carrier services and has permitted AT&T to enter the informa. 


tion systems arca. 


Consequences of Deregulation 


Fhe contestable market theory (11) is used as a broad framework 
to analyze the consequences of deregulation. According to this 
theory government should seck policies thar promote contests for 
markets. Large size or limited numbers of firms do not necessarily 
mean that markets will function poorly. Impediments to entry and 
exit rather than degree of concentration or scale of operations may 
be the primary source of interference with marker efficiency (in the 
sense of promoting cost-minimizing industry structures). Although 


neither transportation nor communication markers arc likely to be 


perfectly contestable, the contescability benchmark is useful in 
evaluating deregulatory policies and outcomes in these sectors. For 
cxample, regulatory policies tend to support cross-subsidization: 
deregulation should, if the industries have elements of contestabil- 
ity, lead to a dramatic lessening of the cross-subsidy. Similarly, 
regulatory policies tend to encourage a high-price and high-service 
product, deregulation should, if lower-price lower-service options 
are viable, lead to the creation of a larger selection of products at 
diffcrent prices. Regulatory policies draw artificial boundaries thar 
interfere with the scope of a firm’s operations, and they do not 
provide incentives for firms to operate efficiently; deregulation 
should, if the industries display the properties of contestability, 
provide enormous pressure to improve produc ушу. 

Significant technological, productivity, and competitive develop- 
ments have occurred in the transportation and communication 
industries since deregulation. However, these cannot be entirely 
attributed to the decontrol movement. The transportation sector has 
had to adjust to rapid increases in cost (most notably from fuel 
prices), the firing of the air traffic controllers, and a prolonged 
recession. In the transportation analysis both quantitative issues of 


the different effects of these causative factors, and qualitative issues, 


such as whether the industry's performance displays an increase in 
efiiciency and competition and whether changes are consistent wi 
sector is even more difficult to assess, since divestiture occurred only 
2 years аро. For both sectors, four sers of issues are considered: 
productivity improvements in labor and delivery systems, increases 
in tlie diversity of price-service options, adjustment of prices toward 
incremental costs, and transitions in marker structure and profitabil- 
ну. : 


Delivery System Now Much More Productive 


expansion at on: or two major hubs. The changes have been 
motivated in part by economies of vehicle size (lower costs per 
passenger for larger aircraft), and in part by demand and marketing 
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considerations (small numbers of individuals wishing to travel 
between a particular origin and destination). For example, USAir 
consolidates all passengers wishing to travel from Allentown, Penn- 
syivania, to points west on a single jet aircraft early in the morning; 
the aircraft lands ас the Pittsburgh hub, and passengers are com- 
| bined with other arrivals from USAir's regional system to fill aircraft 
to the desired destination cities (12). — | 

In trucking, significant hub-and-spoke route structure enhance- 


ment has also taken place as a result of the elimination of vehicle . 


routing restrictions. Less-than-truck-load shipments from several 
originating points are consolidated at major terminal hubs, reshuf- 
fied among trucks, and sent out to their various destinations. In 
addition, there are strong economies to be gained by developing 
joint distribution networks and by centralizing repair, administra- 
uve and other services. The railroad industry was also subject to 
corporate balkanization (13) under regulation. There was no rail- 
road with an integrated national route structure, and hubs such as 
Chicago were often congested. Moreover, it is extremely difficult to 
obtain new rights-of-way. Thus, restructuring to improve efficiency 
has taken the form of end-to-end mergers and some attempts to 
exploit intermodal operations (14). 

In communications, the effects of divestiture on productivity are 
just beginning to emerge. Unlike transportation, the telephone 
delivery system had been able, under regulation, to coordinate 
Operations through an integrated network. (For example, AT&T 
commonly routed calls during busy periods through distant switch- 
Ing centers if nearer ones were operating at full capacity.) The 
hoped-for productivity improvement in communications was based 
‚ on the benefits of convergence of computer and communication 
technologies. The importance of this move away from the “phone 
company” concept and toward an “information movement and 
management” concept is just beginning to be felt. 


Changes in Labor Costs and Work Rules for 
Increased Productivity 

In addition to delivery flexibility, adjustments in labor costs and 
work rules have played a major role in improving productivity in the 
post-reform era. There is evidence that regulation allowed workers 
to cam morc than their counterparts in nonregulated industries. In 
particular, Teamsters Union members сатед from 30 to 45% more 
than employees in unregulated trucking (15). Truck owners also 
benefited significantly from regulation. Thus, both the Teamsters 
and the American Trucking Association were outspoken against 
icform; indeed, reform efforts in both 1962 and 1971 in trucking 
were blocked because of Teamsters Union opposition. It was only 
ter successful deregulation in the aviation industry that the 
pressures to reduce surface freight regulation proved successful. 
Table 1 shows the effect of deregulation on average compensation in 
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trucking (16). Labor costs have fallen about 14% for all workers 
since 1977, and drivers and helpers (who are the core of Teamster 
membership in trucking) lost even more, 21%. Thus, the Teamsters 
Union opposition to deregulation proved to be justified: deregula- 
uon has indeed lowered their carnings sharply. 

As in trucking, inflated labor costs in aviation seem to reflect, at 
least in part, the airline workers’ success in the regulated ста of 
capturing a share of the industry’s productivity gains. For example, ` 
union work rules as late as 1981 required thar United havea it 
crew of three in its Bocing 737 aircraft, whereas other carriers, such 
as Piedmont and Southwest, had a crew of two; moreover, United's 
pilots flew 43 hours per month, compared with 73 hours a month at 
Southwest. A combination of these two work rule differences alone 
results in more than twice as high productivity of Southwest’s 737 
pilots than those of United (17). In the post-deregulation environ- 
ment, airlines have sought to renegotiate their labor contracts in 
response to the competitive pressures resulting from the rapid 
growth of low-cost carriers, and from the greater competition in 
general among all airlines. Recent agreements include the casing of 
resticuve work rules, the ability to hire part-time workers, the 
insütution of two-uer wage structures (under which the newly 
employed workers аге paid substantially less than those hired before 
the contract), and in some cases the granting of equity positions to 
labor (18). 

Just as in transportation, the wave of competition in communica- 
uons following divestiture and deregulation has led to a hard look at 
labor costs, productivity, and employment levels. This has been mue 
for AT&T managers and for the Communications Workers of 
America (CWA) as well (19). Before deregulation, it was easier for 
AT&T to pass along higher labor costs to consumers, much as was 
donc in the regulated transportation sector. Вис the deregulated 
environment has provided strong incentives to introduce efficient 
pay scales and work rules. 

The lessons on labor productivity are thus clear. First, labor was a 
major beneficiary of regulation. Second, nonunion labor gained 
ent and gradually replaced union labor as new entrants 
appeared in the post-deregulation period. Third, the adjustment 
process of labor contract renegotiation for the regulared-cra compa- 
nies has been slow and fraughr with difficulry, but competitive 
pressures arc ensuring thar it takes place. 


Increasing Diversity in Price-Service Options 
and Cost-Based Pricing 

Pricing and service are a third cluster of issues that are important 
in the period since deregulation. In trucking, the first sign of the 
effectiveness of entry decontrol was the loss in value of operating 
authorities (ICC-granted transport certificates that could be bought 
and sold) and the growth in the mumber of carriers (20). Nor only 
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has the number of new carriers risen but the existing firms have been 


granted increased authority, adding substantially to competitive 
price pressure. Price data displayed (Table 1) indicate thar freight 
rates paid by shippers declined significantly in the post-reform 
period. Real rates for truck-load shipments decreased steadily from 
an index of 100 in 1975 to one of 75 in 1982. Less-than-truck-load 
charges went from an index of 100 in 1975 to one of 89 in 1982. 
Significantly, these price declines (25% for truck-load and 11% for 
less-than-truck-load) occurred during a period when fuel costs for 
the industry more than doubled. 

In comparison, rail rates did not start to decline until 1979 and 
have fallen only 7%, far less than in trucking. Nevertheless, railroads 
did reduce charges in many cases and increased traffic as well. Table 
2 displays indexes of railcar loadings for various types of traffic in the 
post-reform period. Rail more than doubled its shipment of fruit 
and vegetables after May 1979 when іс was allowed to offer rates 
based on costs (rather than regulated rates aimed at cross-subsidy). 
Similarly, its carriage of trailer-on-flatcar went up by half, whereas 
its haulage of grain remained fairly constant. Thus, the relative cost 
advantages of the different modes of transportation began to exert 
themselves in the post-reform period. Where rail had a cost advan- 
tage that had пог been permitted to be reflected in pre ion 
prices, rail service went up significantly. Where railroads already 
dominated a business, such as in the carriage of bulk commodities, 
deregulation did not do much to increase carriage. 

Nevertheless, deregulation did exert downward pressure on bulk 


stemming in part from the elimination of the tarifffling require. 
ment for contract carriage. According to recent surveys, shippers 


report that carriers are much more willing to negotiate rates and ` 


Services than they were before deregulation. Moreover, various 
innovative price and service options are arising. For example, in the 
houschold goods moving industry, several carriers are now offering 
binding estimates and guaranteed service dates, and shippers are 
being given more insurance options than were offered before the 
reform legislation was passed. 

Airlines are increasingly using fare flexibility to provide quality- 
price options that march marker demands. Under ion, load 
factors not only were too low, bur they also varied inversely with 
distance (Fig. 2). One piece of evidence indicating фаг service is 
now more in line with the efficient deployment of airline equipment 
is that, after deregulation, average load factors tended to be higher 
and to increase with distance, as predicted by theory (Fig. 2). 
Indeed, post-reform load factors have improved by nearly 30 
percentage points on the longer hauls (24). Concomitantly, fares are 
now 40% lower in these markers than would have been standard had 
the fare formula continued (Table 3). (There were some transconti- 
nental discount fares in pre-deregulation days, so average fare levels 
Were perhaps 10% below the CAB standard.) Fares in shorter haul 
markets are above the formula fare now, as they were before 
deregulation. (The local carriers that service many of these markers 





Fig. 2. Airline productivity: load 
factor versus distance. 
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were permitted to charge 3096 above the formula fare in the period 
before deregulation.) Moreover, the elimination of local service 
airline subsidies has meant that service has improved in these 
markets as carriers have restructured their route systems away from 
hedge-hopping operations over linear routes to hub-and-spoke 
Ivery systems (25). , 
Ihe emerging competition of low-cost airlines is also proving 
important. Ticket prices are substantially lower and Ç б of 
servicc signi higher in markers served by the -low 
airlines. A number of studies (26) reveal that air travel markets are 
competitive bur not perfectly contestable. Fares in markets with 


‘more than one carrier are abour 10% lower than in similar monopo- 


ly markets; fares in markets with new entrants are about 20% lower. 
However, it sull cakes a large number of potential entrants (four or 
more) to reduce fares substantially. Nevertheless, such residual 
market power is limited by the ease with which carriers are 
managing to enter and exit markers. | 
Airline fare policies are still emerging as carriers experiment with 
various price-service combi: ions. Since deregulation, carriers have 
used capacity-control (саго: : to ration the availability of discount 
seats on peak flights, so tha: aull-fare passengers are assured a high 
probability of access to these more popular flights, while increasing 
the availability of discount sears on off-peak flights. Indeed, the 
percentage of discount passengers has risen substantially from well 
below 20% in the deregulation period, to more than 80% in recent 
years. The introduction of reduced connecting fares has also ac- 
counted for Some of this rise. These fares have been used to induce 
passengers to travel one-stop to destinations that have nonstop 


Table 2. Index of railezr loadings. [Adapted from (16)] 


Traffic 1978 1979 1980 1981 1982 1983 1984 | 
Fruit 100 104 136 196 232 260 
Vegetables 100 92 140 23 232 192 
100 119 129 130 127 118 134 
Grain 100 107 117 шю л 103. 106 
Trailer on 100 101. 90 95 1055 17 146 
flatcar 
Table 3. Airline fares as a i of CAB formula fare (index of 100): 
1983, second quarter. [Adapted from D. P. Kaplan (78)] 
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environment in which seats are increasingly viewed as a commodity 
producr. amm 

In communications, deregulation is bringing higher prices for 
local services but lower prices for long-distance calls. Table 4 
‚ presents an esumate of the likely effects of competitive pressures to 
move prices closer to incremental costs absent price intervention by 
seguiators (27). Current prices for access to the local network, 
assuming flat rates for local service, would nearly double from their 
current level of $11.73 per rhonth to $21.73 per month. However, 
prices for long-distance calls would be lowered by over 60%, from 
$0.25 per minute to $0.09 per minute. For individuals who use as 
much toll as local service, the net bill would show a saving; however, 
for those whose telephone usage is predominantly local, the total bill 
would increase. From the economists’ viewpoint, there is welfare 
gain from the price increases as well as from the price reductions. 
For, pricing below costs encourages society to purchase too much 
local usage, just as surely as pricing above incremental costs means 
foregoing the value of desirable long-distance service. 

In the actual (rather than hypothetical) situation, there has been 
significant price intervention by regulators in the period: since 
divestiture. For example, customers choosing MCI ог СТЕ Sprint 
rather than AT&T as their long-distance carrier may have to dial 13 


digits or more for access, and the FCC has thus given the smaller. _ 


long-distance carricrs an interim discount on access charges. The 
FCC has also continued to charge access fees on а per-minurc basis, 
which fails to reflect the lower costs of large users; thus, the large 
users have an incentive to supply their own services, “bypassing” the 
local exchange in order to internalize the benefits of their lower 
COSTS 


Since deregulation, competition has been fierce in the growing 
market for telecommunications equipment. For example, the market 
for on-premises equipment (including terminal equipment, dara 
communications equipment, local area networks, switching equip- 

ient, and attached network functions) grew from $9.78 billion in 
1983 to an estimated $14.16 billion in 1985 (28). The collapse of 
ofice computer sales in 1984 and 1985 spawned curs in PBX 
(private branch exchange) equipment as much as 50% below the 
usual level. This industry is characterized by international competi- 
tive forces (as are most other manufacturing firms in the v 
sector), rather than by the half-regulared, half-free regime of local 
and long-distance service. 


Market Structure Changes and Profitability 


Figure 3 displays the post-deregulation average operating profit 


margins for the trunk and local airlines. The local airlines have 
enjoyed stable operating profit margins because of their regional 
(geographically based) dominance and because of efficent use of 
smaller jet planes suitable for short-haul service. The trunks have less 
stable (and lower) operating profit margins, which reflect the 
economic business cycle as well as an oversupply of large planes 
suitable for the longer hauls (29). In a recent wave of consolidations, 
the smaller domestic trunks are merging with local carriers (usually 
with the carrier that shares their main hub airport) in an effort to 
improve the level and stability of their returns. Other consolidations 
suggest that carriers hope to establish national (rather than regional) 
presences (30). ` | ! 

In the railroad industry, the largest railroads Бауе significantly 
increased their marker share, largely through consolidations (as 

mined earlier) (21). Earnings of class 1 line-haul railroads, as 
.<ported in the condensed income statement of the ICC (32), have 
risen from negative rerurns-on-equity in 1976—1977 to about the 
6% level during 1979-1983. Though returns are sill below com- 
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petitive levels for the economy as a whole, the partial loosening of 
regulatory constraints on the railroads along with changes in the tax 
laws would seem to have been very beneficial financially, both to the 
railroads and to the general public, which would have been harmed 
in the long run by a continued deterioration in rail services. ` 

Analysis of stock valuations have revealed that in the early 
deregulatory period (through 1981) tuck carrier groups схреп- 
enced declines in post-reform equity (33). Many large firms (such as 
Consolidated Freightways and Yellow Freight System) continue to 
have total returns to investors of 35% or more, whereas a number of 
the formerly regulated firms have gone bankrupt. As in aviation, it is 
an advantage to have nonunion labor (such as Overnite Transporta- 
tion) or to have found a marker niche (such as Miami-based Ryder 
Systems). As in railroads, there has been some tendency toward 
increased concentration among the largest trucking firms. 

In communicauons, the post-deregulation market structure is still 
being influenced by divestiture, technological change, and the 
regulatory overlay. In relecommunications, there are now three 
main players in long-distance services: AT&T, MCI (now owned in 
part by IBM), апа СТЕ Sprint (now consolidated with United 
Telecom, as US Sprint). The post-reform market structure is more 
concentrated than in transportation; in the telecommunications 
market, for example, AT&T's market share was 70% in 1984, and it 
may well grow once the interim discount on access charges disap- 
pears. The regional companies are doing well finanaally (34), but 
these results are influenced strongly by regulatory polices (for 


example, $0.63 of every 51 of AT&T long-distance revenue is ` 


mandated to be paid to the regionals). Changes in market share in 
ame will depend fundamentally on the type and degree of continued 
government intervention—for example, whether regionals will 
eventually be permitted to compete in long-distance services, wheth- 


жарка ЕТ 27) The dd ое for measured 
while thar for toll usage is in the range of 0.6 to 0.8. LATA, local access 
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pace 
Residence 
ЕЁ: access (dollars per month) : 21.73 11.73 
Measured access (dollars per month) 21.73 6.03 
Toll usage 
Intra-LAT A. (cents per minute) 6.7 17.82 
Inter-LATA (cents per minute) 8.0 22.85 
Interstare (cents per minute) 9.0 25.28 
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ет AT&T and other common carriers will Pay the rcgionals similar 
access charges after 1986, and so on. As for competition between 
AT&T and IBM, AT&T appears to be finding it difficult to break 
into the computer market, and IBM is similarly finding financial 
success difficult in its entries into communications. 


Lessons of Deregulation 


Perhaps the chief benefit of deregulation is thar it has increased 
eficiency substantially. Under regulation, there was little incentive 
to plan or to pinpoint the sources of markets that were successful 
and those that were failures, or to keep costs under control and be 
responsive to consumer demands. In гопшач, deregulation is 
leading to substantially more efficient industries, in which cross- 
subsidy is absent, a diversity of price-service options is present, and 
cost-minimizing behavior is prevalent, both in delivery systems and 
in other operating costs. These developments reflect fundamental 
changes in the way firms are conducting business. Companies are 
finding that they must calculate their costs on a market-by-market 
basis and must learn to base their prices on costs, competitors’ 
prices, and market strategy. From a macroeconomic point of view, 
deregulation has essentially meant lower inflation and higher pro- 
ductivity, although the overall impact is difficult to quantify precise- 
ly. With regard to wage and price formation, there is no doubt that 
the economy as a whole has benefited, while organized labor has 
lost. Overall, there have been real welfare gai through lower costs, 
greater varieties of services, and increased productivity. | 
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al” monopoly refers to an industry 


Te old concept in economics of “natur- 
where the technological advantages of 


d large-scale production preclude efficient com- 


petition among smaller companies. The al- 
leged superiority of bigness has been used 
in most countries to justify government own- 
ership of many industries, since state monop- 


v J | oles are supposed to do a better job than 
Зи | private ones looking out for the public inter- 
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est. Although claims about natural monopoly 


E | continue to influence public policies and acad- 


emic discussions, this concept has become 
largely .irrelevant to modern dynamic 
economies. 

The growth of global competition implies 
that even when large-scale production is most 
efficient, companies in small nations are no 
longer restricted to the inefficiently small 
scale of their limited domestic market. They 
can increase production enormously by oper- 
ating in several nations. Chilean electric pow- 
er companies, for example, have raised their 
profits and expanded production out of their 
small domestic market by operating in other 
Latin American countries. 

A more important defect of the natural 
monopoly argument is its failure to recog- 
nize that new technologies often evolve over 
time that are efficient at much lower levels of 
output than older methods of production. 


| Small natural-gas turbine plants can now gen- 


erate electricity at lower cost than more tra- 
ditional and considerably larger coal plants. 
Cellular phones, unencumbered by a wired 
grid, are competing effectively with tradi- 


| tional wired telephone systems, especially in 
places where government-owned companies | 
аге grossly inefficient. 
SPECIAL CLIENTS. A crucial defect of govern- | 
| ment enterprises is that they slow down the 

introduction of better technologies. They are 


insulated from competition, and they are ex- 
posed to political pressures to cater to unions, 
favored customers, and other groups. More- 
over, despite their mandate to serve the pub- 
lic interest, they have often provided abysmal 
service to the average customer. 

These problems with public. enterprises 
stimulated the revolutionary privatization 
movement of the past couple of decades. 
Many nations have at least partially privatized 
telecommunications, banks, insurance, natural 
gas, airlines, steel, oil, and other industries 
that were once considered natural monopolies. 





Newly privatized companies and entrants into 
formerly closed industries have frequently 
improved technologies and service while mak- 
ing good profits. 

However, much remains to be done to al- 
low greater competition into industries such | 
as.telecom and electric powér production that 


had been government-owned or closely regu- |. 


lated. Long-distance phone service has been 
opened to vigorous competition in many na- 
tions, and quality has greatly improved. How- 


` ever, local telephone companies are still pro- 


tected from open competition. | 
CABLE CONTENDER. Competitors should be al- 
lowed to access this local grid by paying a li- 
cense fee for its use, the way long-distance 
companies already do. They could then offer 
local telephone services at unregulated and 
competitive prices. Even without compulsory | 
licensing, the telephone grid would not be a 
barrier for long to pricing by competition 
rather than by government bureaucrats. Cable 
companies would convert their wires to offer 
two-way phone service аз well as TV рго- 
if they could make profits from local 
telephone service. They already do this in 
Britain and are beginning to do so in the 0.5. | 

Companies providing cellular and more ad- 
vanced digital-wireless phone service would 
expand more rapidly to offer vigorous com- 
petition to the local phone monopolies. Some 
experts estimate that digital wireless could 
have well over half the phone market within 
the next 5 to 10 years, and that they would 
provide convenient fax, E-mail, Internet, and 
other services. 

The production and transmission of elec- 
tricity in practically all countries remains un- 
der the management of local or national gov- 
ernments. Yet the development of efficient 
high-voltage transmission lines means that 
the market for the generation of electric pow- 


'er could transcend local and even national 


boundaries with free entry and unregulated | 
pricing. An open market for electricity would | 
end the sizable regional disparities in the cost 
of power found in the U.S. and other na- 
tions and would lower the cost to industry | 
and consumers. 

Old concepts in economics die slowly, but 
the concept of natural monopoly is no longer 
of much relevance to economic policy. The 
sooner we get rid of this dated idea, the bet- 
ter off the average consumer and producer 
will be. 
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Heavens! Deregulation works 


During the 1980s economic deregulation, long advocated by many econo- 


mists, actually began 


Г. RECENT years "deregulation" has 
become a mantra for governments, 
and those who would advise them, all 
over the world. In the 19805, it seemed, no 
self-respecting economics minister was 
without a plan to deregulate this or that 
industry. Many governments, starting 


| with America’s in the late 1976s, even put 


the idea into practice. 


The trend began largely as an act of. 


&ith—or, at any rate, an act of economic 
theory. Microeconomists (especially in 
America) had argued for years that de- 


| regulation would make consumes, and 


economies as a whole, better off. But. be- 


i cause deregulation was a new and untried 


idea, they could point то Није in the way 
of hard evidence; their case was гсе 
largely theoretical. In the end, no doubt, 
deregulation happened not because gov- 
emments believed these arguments but 


| because they followed their political in- 


sinas. But the microeconomists had pro- 
vided economic reassurance for any that 
needed it. . 

Now, the case for deregulation can be 
grounded in empirical evidence. In a new 
paper, Clifford Winston of the Brookings 
Instirution in Washington, DC, has sur- 
veyed a wide range of recent research on 
the effects of deregulation in America 
during the late 1970s and 19805*. The re- 


|. sults are summarised in the table. They 


suggest, among other things, that 
microeconomists deserve more of a hear- 
ing in the public-policy debate. 

The seven industries shown in the ta- 
ble were each deregulated in their own 
way. The Airline Deregulation Act of 1978 
meant that by 1982 entry to the industry 


| was, in effect, unrestricted; їп 1983, con- 


trols on fares were abolished. Road freight 


| wassubstandally, but not completely, lib- 


eralised by laws including the Motor Car- 






to happen. Did it work? 


ECONOMICS FOCUS | 


were all made much freer than before in 
the same respects: restrictions on епту 
and exit, and regulation of prices. 
Together, these and other measures 
constitute what Mr Winston calls “one of 
the most imporant experiments in eco- 
nomic policy of our time". In 1977, he 
points out, 17%ofAmerican GDP was pto- 
duced by “fully regulated" industries; by 
1988, that total had fallen to less than 7% of 
ср. Deregulation has profoundly al- 
tered the conditions under which $600 
billion of American output each year is 
produced. And. much as the micro- 
economists predicted, deregulation has 
WO 





Pooling the different studies of the 
seven industries in the table, Mr Winston 
finds that consumers gained—in lower 
prices and better services—by between 
$33 billion and $43 billion a year (at 1990 
prices). These figures understate the true 
gain, because some improvements in the 
quality of servicedefy quantification. Pro- 
ducers gained too (which is surprising), to 
the tune of $3billion a year. The total ben- 
efit to America is therefore put at berween 
$36 billion and $46 billion—an improve- 
ment of 7-9% in the part of America’s СО? 
that was affected by regulatory reform. 
Why did producers do so well? In 
principle, you might think, consumers 
ought to gain partly at the expense of prof- 
its. This is because regulation (especially 
over entry) can create monopolistic prof- 
its. Deregulation ought to cause these 
profits to be competed away. | 
Often, however, two offsetting forces 
were at work Regulation did protect in- 
cumbents from competition, but it also 
caused inefficiencies that raised costs. So 


— M 








deregulation tended to lower both 
and revenues. In some industries—road 
freight. for instance—revenues fell more 
than costs (as the microeconomist had 
earlier predicted) and profits suffered. In 
the railway industry. in contrast, costs fell 
especially sharply, whereas revenues were 
cushioned by a new ability to set prices in 
different markets in a more discrim- 
inating (ie, profit-seeking) way. The net re- 
sult (again, as predicted by the есопо- 
mists) was higher profits. 


What, you may be asking, did thestud-. - 


1 


ies say about wages and employment?- : 


Not much. On this, there are fewer assess- 
ments (pre- and post-reform) to compare. 
Some economists did predict, correctly, 
that wages and jobs would suffer in road 


freight. Jobs were also lost in telecom- | 


munications. Wages fell (a little) in the. 


airline business and (a lot) in the railway ` 


industry. But employment in airlines and 
in cable television jncreased (sharply. in 
the case of airlines) because output ex- 
panded. The associated changes in eco- 
nomic welfare, says Mr Winston. were 
"not substantial". Microeconomists are 
perhaps too ready to assume that workers 
who lose their jobs will quickly find new 
ones elsewhere. 

When Мг Winston compares the 
economists’ predictions, industry by in- 
dustry, with what came to pass. the main 
surprise turns out to be airline deregula- 
tion. The economists had predicted that 


profits in the industry would stay roughly. 


the same; deregulation actually caused a 
big increase (measured against what they 
would otherwise have been). Mr Winston 
reckons the economists made two mis- 
takes. First, they underestimated the ос 
tent to which airlines would change their 
methods (notably their move to hub-and- 
spoke operations). These changes reduced 
the airlines’ costs a lot Second, the есопо- 
mists overestimated the extent to which 
deregulation would promote compe 
tition. As a result, revenues held up better 
than expected. 

The last column in the table gives 2 
different view of the same point. It shows 
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regulation, the great epen- | 
ment must nonetheless be | 
deemed a great success. j 
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Delivering the goods 


The vast expansion in international trade owes much to a 
revolution in the business of moving freight. The fifth in our 
series of briefs on globalisation explains how it happened 


F SHOP windows everywhere 

seem to be filled with imports, 
there is a reason. International 
trade has been growing at a star- 
tling pace. While the global econ- 
omy has been expanding at a bit 
over 3% a year, the volume of 
trade has been rising at a com- 
pound annual rate. of about 
twice that. In 1996 some $5.2 tril- 
lion of goods was sent from one 
country to another, up from $2 
. trillion a decade earlier. Foreign 
products, from meat to machin- 


ery, play a more important role: 


in almost every economy in the 
world, and foreign markets now 
tempt businesses that never 
much worried about sales be- 
yond their nation's borders. 
What lies behind this explo- 
sion in international commerce? 
The general worldwide decline 
in trade barriers, such as tariffs 
and import quotas, is surely one 
explanation. The economic 
opening of countries that have 
traditionally been minor players 
in the world economy, such as 
China and Mexico, is another. 
Butone force behind the import- 
export boom has passed all but 
unnoticed: the rapidly falling 
cost of getting goods to market. 
In the world of trade theory, 
shipping costs do not rnatter. 
Goods, once they have been 
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made, are assumed to move in- 
stantly and costlessly from place 
to place. The real world, how- 
ever, is full of frictions. Exporting 
Italian steel to Britain may be 
good business if freight costs £20 
($34) a tonne and impractical if 
it costs £100 a tonne. Cheap la- 
bour may make Chinese cloth- 
ing competitive in America, but 
if delays in shipment tie up 
working capital and cause win- 
ter coats to arrive in April, trade 
may lose its advantages. Freight 
costs, in short, can have a huge 
impact on both the overall vol- 


ume of trade and on individual: 


countries trade patterns. 

They are a far less daunting 
obstacle than they used to be. 
This reflects two notable eco- 
nomic trends. First, the world 
economy has become far less 
transport-intensive than it once 
was. Second, the transportation 
industry has changed in remark- 
able ways, making it far cheaper 
and easier to ship goods around 
the world. 


Brawn and brains 


At the turn of the 20th century, 
agriculture and manufacturing 
were the two most important sec- 
tors almost ere. To- 
gether, they accounted for about 
70% of total output in Germany, 
Italy and France, and 40-50% in 
America, Britain and Japan. 
International commerce was 
therefore dominated by raw ma- 
terials, such as wheat, wood and 
iron ore, or processed commod- 
ities, such as meat and steel. In 
1900 "crude materials" and 
"crude food" made up 41* of 
America's exports, by value, and 
45% of its imports. The story in 
Britain was similar. Basic materi- 
als and foodstuffs, both pro- 
cessed and unprocessed, ac- 
counted for 75% of imports and 
20% of exports. These sorts of 
products are heavy and bulky. 
The cost of transporting them 15 
relatively high, compared with 
the value of the goods them- 
selves, so transport costs had 
much to do with the volume of 
international trade. 





Countries still trade dispro- 
portionately with their geo- 
graphic neighbours (see chart 1). 
Over time, however, world out- 
put has shifted into goods whose 
value is unrelated to their size 
and weight. Finished manufac- 


tured products, not raw com- 


modities, dominate the flow of 


trade (chart 2). And thanks to 


technological advances, such as 
light-weight composites to re- 
place steel and microprocessors 
to do the job ofhuge control pan- 
els, manufactured goods them- 
selves have tended to become 
lighter and less bulky. As a result, 
less transportation is required 
for every dollars worth of im- 
ports or exports. 

To see how this influences 
trade, consider the business of 
making disk drives for. comput- 
ers. Mostofthe world's disk drive 
manufacturing is concentrated 
in South-East Asia. This is possi- 
ble only because disk drives, 
while valuable, are small, light 
and so cost little to ship. Com- 
puter manufacturers in Japan or 
Texas will not face hugely bigger 
freight bills if they import drives 
from Singapore rather than buy- 
ing them domestically. Distance 
therefore poses no obstacle to the 
globalisation of the disk-drive 
industry. | 

This is even more true of the 
fast-growing information indus- 
tries. Films and compact discs 
cost little to transport, even by 
aeroplane. Computer software 
can be "exported" without ever 
loading it on to a ship or a cargo 
plane, simply by transmitting it 
over telephone lines from one 
country to another. In such cases, 
freight rates and cargo-handling 
schedules become insignificant 
factors in deciding where to 
make the product. 

` The trend towards less trans- 
port intensity is clearly visible in 
trade statistics. The average dol- 
lar value of a unit of exported 
manufactured goods rose at an 


annual rate of 2% from 1990 to 
1995, according to the World 
Trade Organisation. As that unit 


of exports is worth more and: 


more, the cost of shipping it mat 
ters less and less. Businesses can 


locate based on other consider- 


ations, such as the availability of 
labour and good airline service 
for peripatetic employees, while 
worrying less about the cost of 
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delivering their output — — 

At the same time, the cost of 
shipping itselfhas fallen sharply. 
In many countries, deregulation 
has helped to drive the process 
along. But behind the scenes, а 
series of technological innova- 


tions, known broadly as 


."containerisation" and "inter- 
. modal transportation", has led 


to swift productivity improve- 
ments in cargo-handling—and, 
in the process, has lowered one 
of the biggest obstacles to trade. 
Forty years ago, the very phys- 
ical process of exporting or im- 
porting was arduous. Imagine a 
European textile manufacturer 
wanting to sell its wares in Amer- 
ica. First, at the company's load- 
ing dock, workers would have 
lifted bolts of fabric into the back 
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of a lorry. The lorry would have 
headed to a port and unloaded 
its cargo, bolt by bolt, into a dock- 
side warehouse. 

As a ship prepared to set sail, 
longshoremen would: have re- 
moved the bolts from the ware- 
house and hoisted them into the 
hold, where other longshoremen 
would have stowed them in 
place. At the American end, the 
process would have been re- 
versed: dockers would have 
hoisted the cloth out of the hold, 
carried it to storage and then, 
eventually, placed it into a lorry 
that would take it to - its 
destination. 

Simply arranging this sort of 
shipment was a complex task. 
The - repeated  cargo-handling 
and storage would have been ex- 
pensive, and the cloth would 
have spent days, or even weeks, 
sitting in warehouses. Likely as 
not, portions of the shipment 
would have been damaged or 
stolen along the way. Add in high 
customs duties and importing 
was a costly affair. 


Smoother sailing 
That first began to change in 
1955, when an American road- 
having magnate named 
Maicom McLean hit upon a 
more efficient way to ship goods. 
Under his original scheme, a 
lorry body, wheels and all, was 
unhitched from the driver's cab 
and lifted onto the deck ofa ship, 
eliminating the need for dock- 
workers to handle the individual 
iterns inside the cargo compart- 
ment This method soon gave 
way to the use of metal contain- 
ers that could be separated from 
the lorrys chassis and wheels. 
With the chassis left at dockside, 
the containers could be stacked 
several high aboard the ship. 

Mr McLean’s first ship, an oil 
tanker called the Ideal-X, made 
its initial voyage from New York 


: to Houston in 1956 with lorry 


bodies on its deck. In 1965 ships 
with containers on board began 
crossing the Atlantic. Ports were 
forced to adapt, as narrow piers 


in urban centres were replaced . 


by large docks on the edge of 
town, alongside patios to hold 
thousands of containers. 

The container crane, a new 
invention, made it possible to 
load and unload containers 
without capsizing the ship. The 
adoption of standard container 
sizes allowed almost any box to 
be transported on any ship. By 
1967 dual-purpose ships, carry- 
ing loose cargo in the hold and 





containers on the deck, were giv- 
ing way to all-container vessels 
that moved hundreds—and now 
thousands—of boxes at a time. 
Containerisation had huge 
consequences for world trade. 


The most obvious was that the Ё 


cost of shipping fell precipi- 


tously, as ships could be loaded È 


by a few dozen longshoremen 
rather than hundreds, and as pil- 
ferage was much reduced. The 
need to build wooden crates to 
protect individual items was 
eliminated, making it feasible to 
ship consumer goods such as 


toys and stereo systems halfway 


around the world. International 
shipping capacity soared (chart 
3), driven by large increases in 


the volume of goods shipped. - 


Mixing modes . 

The shipping container trans- 
formed. осеа:: shipping into a 
highly efficient, intensely com- 
petitive business. But getting the 
cargo to and from the dock was a 
different story. National govem- 
ments, by axd large, kept a much 
firmer hanc са lorry and rail 
road tariffs than on charges for 
ocean freight Almost every- 
where, rates were either set by 
state bureaucrats or were subject 
to their approval. New compa- 
nies could enter the freight busi- 
ness only with great difficulty, 
and were subject to tight 
restrictions. 

This started changing in the 
mid-1970s, when America began 
to deregulate its transportation 
industry. First airlines, then road 
hauliers and railways, were freed 
from restrictions on what they 
could carry, where they could 
haul it and what price they could 
charge. Lorries were no longer 
forced to гит empty because they 
were licens to carry goods on 
only one le: га round-trip jour- 
ney. Railways were no longer ob- 
liged to maintain unprofitable 
branch lines, but could focus on 
moving freight in large volumes 
over long distances. 

Big productivity gains re- 
sulted (chart 4) Between 1985 


and 1996, for example, America's 
freight railways dramatically re- 
duced their employment, their 
trackage, and their fleets of loco- 
motives and freight wagons— 


while increasing the amount of - 


cargo they hauled. Europe's rail- 
ways have also shown marked, 


albeit smaller, productivity im- 


provements. Road hauliers have 
also been able to improve 
utilisation of their fleets, thanks 
to measures ranging from satel- 
lite tracking of vehicles, which 
enables more precisely timed 
pick-ups and deliveries, to solic- 
iting back-haul cargoes to fill ve- 
hicles that formerly returned 
empty to their home bases. 

These advances have bene- 
fited shippers, as tariffs for both 
road freight and rail freight have 
fallen sharply (chart 5) This 
made it feasible for companies 
located well inland to rely on im- 
ported components and to ex- 
port, giving world trade yet an- 
other push. Impressed by the 
results, Japan and many emerg- 
ing economies began to deregu- 
late freight transport in the 
19905. 

This freight revolution accel- 
erated in the 19805, as deregula- 
tion and new technology broke 
down the boundaries between 
different modes of transporta- 
tion. For the first time, a manu- 
facturer in, say, South Korea 
could ask a shipping line to de- 
liver its exports to the American 
mid-west. The shipping line 
might strike a deal with ara. ay 
to haul the container from Los 
Angeles to Chicago; hire a road 
haulier to transport it from Chi- 
cago to South Bend; take respon- 
sibility for meeting delivery 
Schedules at every stage of the 
journey; and send a single in- 
voice for the entire shipment. 

Intermodalism has given rise 
to cargo companies, such as Fed- 
Ex and ups, which specialise in 
using a combination of aircraft 
and lorries to deliver freight fast. 





It has led railway companies to 


build tracks at dockside, so con- 
tainers can be moved directly 


. from ships on to trains. And it 
has led to partnerships that 


would have been unthinkable a 
decade ago. . 

In Chicago, for example, lor- 
ries can pull into a railway mar- 
shalling yard, where overhead 
cranes can lift their containers 
on to waiting flat-car trains at the 
rate of one every 30 seconds. Two 


days later, having stopped en. 


route only to change crews, the 





train arrives at a precise time in 
Los Angeles, nearly 2,000 miles 
away. Such careful management 
is squeezing yet more costs out of 
the transport system, making 
trade all the easier. 

In America, the period of 
huge productivity gains in trans- 
portation may be almost over af- 
ter two decades of deregulation. 
But in most other countries, the 
process still has far to go. А 
though trade itself has been lib- 
eralised, transportation has been 
slow to follow. State ownership 
of railways and airlines, regula- 
tion of freight rates and tolera- 
tion of anti-competitive prac- 
tices, such as ocean-shipping 
cartels and — cargo-handling 
monopolies, all keep the cost of 


shipping unnecessarily high and . 
deter international trade. Bring- ` 


ing these barriers down would 
help the world's economies grow 
even closer. 
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Conrail's buyout carne 


and Norfolk Southern may : 


clear the way for a pair 
of coast-to-coast giants 


he bigger they жет, 


they get. Seventeen years ago | 
when the U.S. railroad industry | 


was deregulated, some 40 sizable 
carriers lumbered over the nation’s rails. 
Many were losing money or barely prof- 


itable, and trucking lines were stealing | 


their business by the ton. But consoli- 
dation of railroads is accelerating like a 
runaway locomotive—and as it does, the 
emerging rail giants are winning back 
business. Some 40.6% of intercity freight 
now chugs behind locomotives, up from 
50% in 1978, says the Association of 
American Railroads. "You've seen the 
industry really stop the incredible hem- 
orrhaging...the massive loss of share in 
tons transported,” says Harvard busi- 
ness school Professor Willis Emmons. 
On Mar. 3, rail consolidation reached 
another milestone. Directors of Conrail 
Inc. accepted the concept of a plan un- 
der which the big Northeast freight line 
wil be carved up by CsX Corp. and 
Norfolk Southern Corp. That will leave 
just four major U.S. railroads—and will 
open the way for the possibility of a fi- 
nal consolidation down to just two rail- 
roads, each spanning the continent. 
Сопга 5 decision to accept a breakup : 


the better | 


мато 


came after pressure from Norfolk : 


Southern Chairman David К. Goode. 
Until he came along with counterozers. 
the onetime government-owned Conrail 


- hubs could use the terminal 


pnia. Conrail’s base. Shippers in those 
lines 10 


: move cargo onto both carriers. 


: was ready го sell itseif intact to CSX ід. 
Richmond. Va. Now, CSX is expected to : 
buy Conrail for 310.3 billion, about 32 . 
: billion more than it first planned. слеп : 
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turn around and sell half of Сопга = 
routes to Norfolk Southern. 


freight market monopolized by Conrail 


Co. and several other lines. “If vou end 
up with competing raiiroads, shippers 
have got to view that as a plus," says 
Edward М. Emmett, president of the 
National Industrial Transportation 


Certainly. the government and shiv- 
pers are intent on keeping the orderiv— 


and mostly beneficial—consolidacion of 


che freight lines on track. Mergers have 
increased economies of scale and re- 


: duced time- and money-wasting handoffs 
: of traffic among different lines. The av- 
Shippers are pleased. Soon, two ma- · 


| jor railroads—Norfolk Southern and : 
| cSX—will compete for a Northeast | 


erage cost of moving freight has 
plunged about 24% (or 34% in infiation- 
adjusted terms) since 1981, saws the As- 


. sociation of American Railroads. 
since it was created in 1973 out ої the . 
bankrupt Penn Central Transportation : 


League, a nationwide organization of. 
more than 1,000 shippers. And both : 


lines can look forward to increased ef- 
ciency, since they will be able to reach 
customers directly instead of handing 
off traffic to Conrail, as they do today. 
LOSERS, ТОО. That is, if Goode. csx 
chief John W. Snow, and Conrail man- 
agers can work out the final details. 
Aside from divvying up routes. tney 
are likely to take several other steps 


mmm от 
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But there have been losers. too. 
Prices in regions with no rail competi- 
don are about 15% to 20% higher than 
in those where competition exists. savs 
M. Stuart Blanton, transportation pro- 
curement manager at DuPont Co. Savs 
Blanton: "You'd be hard-pressed to find 
any major shipper who doesn’t nave 
that concern.” Tetra Technology Inc.. а 
$200 million-a-year Woodlands (Tex.) 
producer of road salt. has reallocated 
production among its Western plants 
because prices are so much higher at 
those served by. just one carrier. 


: "There's no way the railroads will oper- 
· ate on a competitive basis unless they're 


лк E 


| aimed at assuring increased competi- . 


tion—and winning the seal of approval | 
from the Federal Surface Transporta- : 


tion Board. For instance, they r 


may set | 


up jointly owned terminal railroads in | 
cities such as New York and Phiadel- 


told to." says Tetra transportation chie? 
James F. Jundzillo. *I wouldnt." 

The key question is what lies further 
down the track. Some industry analysts 
speculate that the four major rail carri- 
ers could dwindle to just two, with each 
of the remaining Eastern roads joining 
one of the huge Western lines—Burling- 
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ton Northern Santa Fe Corp. (BNSF) 
and Union Расїйс Corp. Those giants 
were born in earlier mergers (Union 
Pacific has absorbed Southern Расте). 


Senior officials of csx privately concede 
| that the reworking of the Eastern sys- 


tem lays the groundwork for eventual 
transcontinental deals. 

If that happens, will consolidation 
have gone too far? Plenty of shippers 
are worried about dwindling competi- 
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tion, particularly in the West. The Sur- | 


face Transportation Board, which over- 
sees rail mergers, was so worried last 
year about consolidation in the West 
that it made Union Расте Corp. (UP) 
rent out some 3,550 miles of track—a 
huge grant of so-called trackage 


rights—to rival BNSF to run competing | 


trains. Otherwise, UP would not have 


been allowed to push ahead with its 


$5.4 billion каша of the Southern 


 U.S. FREIGHT "cu u- UP 






TOTAL TON-MILES 
1.03 TRILLION 
“NCLUDES MANORS 9 LARGEST RAILROADS 


"RESTATED AS IF СЫ ANO NORFOLK SOUTHERN 
RESTATED AS F UP AND SP WERE COMBINED FOR ALL OF 1996 


15.1% 


SOUTHERN"? 
12.9% 55% . 








TOTAL TON-MILES 
1.34 TRILLION 


HAD DIYIDED CONRAN IM 1996. SPLIT OF CONRAIL ТОМ-МН ES IS APPROXIMATE 


DATA: ASSOCIATION OF AMERICAN RAILROADS, INDIVIOQUAL CARRIERS 
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— The deal-splitting 
О Conrail's routes 
between the two 
buyers—should give 
both a path to the 
big urban terminals 


Pacific (SP) line. Even so, 
some critics are worried that 
| UP wont give BNSF full free- 
| dom on its’ tracks. . “BNSF 
doesn’t own it. They can 


ry A. Williamson, a member 
of ће. Texas Railroad Com- 
mission, which fought the 
merger of UP and sP. Some 
shippers can go back to the 
trucks, but producers of such 
bulk goods as coal and salt 
have no alternative. 
ROUND THE BEND. In the past 
| three years, battles to ге- 
make the system have rivaled the duel- 
ing of the rail barons of the late 1800s. 
Critics ranging from the Texas Railroad 
Commission to the Justice, Agriculture, 
and Transportation Depts., along with 
shipper groups, were blistering in their 
criticism of the UP-SP pact last year, for 
instance. After the Western deals, some 
crities lobbied for extensive changes, 
even suggesting that carriers be forced 
to open all lines to all competitors— 
much as interconnecting natural-gas sys- 
tems carry one another's products. 


leave tomorrow," warns Bar- : 


minh wi ту ни үл чар n 
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"Let's reframe the debate to shippers’ | 


rights," says John T. Estes, head of the 
Coalition for Competitive Rail Trans- 
portation, a shipper group. 

Such notions send rail execs round 
the bend. Policing such a system, they 
say, would mean reviving aggressive 
Washington oversight—which died in 
1995, along with the Interstate Com- 
merce Commission. "It's an effort to 
reregulate the railroad industry, and it 
would put us right back into the 19705, 
when everybody was goin down the 
tubes," charges UP's Davidson 

But if the Eastern гай network comes 
together as Goode suggests, rail execs 
and shippers alike will have plenty to be 
happy about. Soon enough, they may get 
the chance to fret over how transconti- 
nental competition will shake up the sys- 


tem anew. Meanwhile, m the East, the | 


coming competition between the csx and 

Norfolk Southern systems looks like the 

light at the end of a very long tunnel 
By Joseph Weber in Philadelphia 
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Europe's Rail Freight on New Path 





Revamping With Technology, C 


By JOHN TAGLIABUE 

ROME, Feb. 19 — You wouldn't think Europe could learn 
anything about running railroads from the United States. 
Europe has the bullet-like TGV's and tilting trains; the United 
States has Amtrak. 

But while it is true that European passenger service is a 
heavily used showcase of comfort and speed, freight shipping 
15 another world entirely. Borders are bottlenecks where 
shipments must be hauled off one train and put on another to 

accommodate changes in track gauge; there are three widths 
in Europe, not to mention seven electrical standards and a 
jumble of signal systems. Featherbedding is still common. 
And customers can be few and far between: rail's share of 
total freight movement in Britain has slipped to just 6 
percent, measured by tonnage and distance, compared with 
41 percent in the United States. | 

In short, the painful shakeout that reshaped the Ameri- 
can freight industry in the 1980's has not yet happened in 
Europe. 

"Its like the United States 10 years ago," said Matty 
Vanderbroek, a rail specialist in the London office of Mercer 
Management Consulting, a transport consulting firm. 

But now that Europe is preparing for economic unifica- 
tion, its planners and government leaders are playing catch- 
up in a big way, taking more than a page or two from across 
the Atlantic. They are introducing new rail technology, such 
as so-called intermodal systems that move containers by 
road and rail. They are breaking up old inefficient state rail 


monopolies into commercially viable pieces. And in an in- - 


creasing number of cases, they are even opening the door to 
outside competition — including American companies. 

The early arrivals include the Wisconsin Central Trans- 
portation Corporation, a specialist in turning around troubled 
freight companies, which joined several partners to snap up 
Britain's freight system in 1994, when the Government sold 
off its nationalized rail service. Also here are the CSX 
Corporation, the giant Richmond-based rail and shipping 

company, and its Sea-Land subsidiary, 
which are in joint ventures with the 
Europeans to introduce American-style 
freight shuttles. And Mercer Manage- 
ment, which is based in Boston and is a 
unit of Marsh & McLennan, was sought 
out by the European Union for its ad- 
vice on rail freight deregulation. 

Indeed, the Americans are bringing 
not only a new infusion of capital but 
also a rich trove of expertise. 

Asked about the contribution of 
American partners like CSX, Rene 
Holdert, a spokesman for NS Cargo, a 
Dutch freight company, could only 
marvel. "The whole administration has 
changed," he said. "It's now all comput- 
erized: the trading and tracing of rail 
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cars, for example, so you can always 
find a car for a client, even if it's very 
late. Under the old-fashioned national 
systems, with phones and faxes, you 
relied on offices, and they were often 
empty late at night." | 

Because of all the changes, both im- 
ported and home grown, "the whole- 
system, beginning with the infrastruc- 
ture, is starting to move," said Maria 
Lahaye-Geusen, an economist at Kom- 
biverkehr, a company in Frankfurt set 
up by the German trucking industry to 
develop combined rail and road serv- 
ices. 

For all this, that movement is not 
going to come smoothly. Europe's pow- 
erful labor unions are fighting a rear- 
guard action that guarantees many tense 
moments and more than a few costly 
disruptions. Earlier this month, for ex- 
ample, rail workers in France staged a 
daylong strike to protest Government 
plans to restructure the unprofitable 
state-owned SNCF line. 

The underlying catalyst for change is 
the realization that Europe simply can- 
not afford any longer to have such a 
costly and inefficient freight system. 
In 1994, according to European Com- 
mission figures, the cumulative debt of 
Europe's railways came to $135 billion, 
an amount that has grown since. In 
France and Italy, railway debt was 
equivalent, respectively, to 2.6 percent 
and 5 percent of gross domestic prod- 
uct. 

To be sure, much of that debt came 
from the generous financing of passen- 
ger service, which has benefited dispro- 
portionately from upgrades to the rail 
system. But at least the passenger lines 
attracted more and more customers. 
With the decline of European heavy 
industries like coal and steel, however 
major bulk freight customers were lost 
to the railroads. At the same time, 
European manufacturers of everything 
from cars to computers have been des- 
perate for lower transport costs, to re- 
main competitive in an increasingly 
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Continued 


sey City. Trucks are the only way to get 
the goods between the yards and the 
230 million square feet of warehouses 
in New Jersey's five northeastern coun- 
lm 


"Irucks will be for local pickup and 
delivery to and from warehouses and 
terminals" Passa said. "Its from the 
longer-haul trucks that, over a long 
period of time, we expect to see some 
diversion." 


At stake is the $150 billion freight 
market east of the Mississippi. Trucks 
haul about 86 percent of the freight 
while Conrail and CSX carry only 6 
percent. 


"You realize, even if we total $1 bil- 
Поп in new growth, that is still less than 
1 percent of that truck market," Passa 
continued. "So this is a long-term strat- 
"оу here." 


Even Norfolk 50: "ет concurs, al- 
though Conrail rejec:-4 its 1994 stock- 
swap merger proposal. 


"We would be running something 
other than a railroad if we didn't agree," 
spokesman Bob Fort said. 


From its point of view, a Conrail- 
Norfolk Southern merger offers greater 
opportunities because there would be 
less duplication їп combining its 
14,500-mile network with Conrail's 
11,000 miles. 


While reducing truck traffic is ap- 
pealing, policy makers in New Jersey 
and New York are more concerned 
about how a bigger rail monopoly 
might affect commerce. Agencies like 
the Port Authority of New York and 
New Jersey and the North Jersey Trans- 
portation Planning Authority already 
are studying the ramifications, although 
they concede the virtual monopoly held 
by Conrail since its creation in 1976 has 
not been detrimental. 


"No matter how it's carved up, there 
have to be warrants of service and rates 
to this state that must be absolutely 
assured," said Adamski, who sits on the 


planning authority's subcommittee 


studying the issue. 


Meanwhile, attention on how a 
merger will be implemented has shifted 
to who will merge. 


All three railroads began talks on Jan 
31 that many transportation experts 
predict could result in Conrail being 
absorbed by Norfolk Southem and 
СХ. 


А news blackout has been imposed by 
the ties, but a Conrail spokesman said 
the railroad still expects to file an appli- 
cation with the Surface Transportation 
Board seeking government approval of 
the merger. The board regulates rail- 
roads and trucking companies. Caption: 
1. Conrail and Norfolk Southern, which 
own the first two engines of this train, 
already cooperate in the transport of 


consumer goods. 


жай 


The Wall Street Journal • 2/20/97 


CONRAIL INC. 


А Tax Dispute [5 Settled 
With Local Governments 


Conrail Inc. settled a tax dispute with 
more than 700 local governments In New 
York, agreeing to pay $229 million in 
property taxes for the years 1993 to 2000. 
The Philedelphia-based raiiroad had ar- 
gued that its bill should be $169 million for 
the eight-year span, while the cities and 
school districts had asked for $288-million. 
Conrail first sued the cities and school 
districts in 1953 in U.S. District Court for 
the Southern District of New York. At issue 
was the local governments’ method of 
assessing the value of Conrail's property. 
Thé railroad said its holdings in New 
York were illegally ove :iued, violating a 
1976 federal law desig: io prevent unfair 
assessments of railroa. property. The 
State accounted for more than 50% of 
Сопга 5 annual property tax bill, though 
only 17% of its operations are in New York, 
the company said. 


Their pain is 
others' net 
gain 


by Rose DeWolf 
Daily News Staff Writer 


The fate of Conrail is a long way from 
being decided, but the mere fact that a 
merger might cause its name to disap- 
pear has brought a spurt of business to 
The Great Train Store at King of Prus- 
sia Mall, says assistant manager Bob 
Anderson. 


There's extra interest these days in col- 
lectibles — model trains and memora- 
bilia — that have the Conrail logo, he 
said. 


"For the holidays we had engine sets 
with "Philadelphia division, Conrail 
printed on them. They sold out at $60 
each," Anderson recalled. 


And its not just model trains that are 
selling. 


“I's magnets, pins, books, hats, key 
chains, coffee mugs, blankets, anything 
with the name Conrail on it," Anderson 
said. 


There's also interest in memorabilia of 
other railroads that are being merged 
out of independent existence, he noted, 
like the Sante Fe, which merged with 
the Burlington Northern. 


Сопга 5 name would go if it merged 
with CSX as it wants to or if Norfolk 
Southern succeeds in a hostile takeover 
bid. 


But Anderson says that even if the Con- 
rail name disappears from a real rail- 
road, that doesn't mean it will disappear 
forever from toy trains and such. It will 
be around as long as there are collectors 
who want to remember it, he said. 
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Hailway debt Haılway debt as — Hevenues per  Hailroads' share of 


A Heavy Load (in billions) a % of G.D.P." employee" freight market" 
Compared with their [SS ( : 
counterparts in the United Britain $7.96 0.7% $ 35,880 8.8% 
States, most of Europe's яние lacera пали ини таная неа таана ии e "psaaddd а а накита кина њени чини 
freight lines аге unproduc- France 3448 | BB s. 43,080 23.6 
| tive, with a small share of ا ا وو‎ ue ая жука жан deren ean а ааа ааа ааа suaveeudeccemscecece. in 
- their national markets 


and a mountain of debt. 





Eurostat; Mercer 

Association of American Railroads. 

for The New York Times =—== United States 12.13 ` 0.2 155,000 40.6 
Map provided by Deutsche Bahn AG 

Illustration by Steve Brown/ : “Figures are for end of 1994, the latest available, except the U.S., which is for 1995. 


The New York Times | ""For 1893, except for France which is as of 1994, and the U.S., which is as of 1995. TRecapitalized in 1993. 





"The customers will be so much better major role in transporting goods inter- rail routes to shuttle goods between key 
off," he said. "Governments don'tknow nationally. Now, with help from Ameri- cities. 


how to run railroads." can railroad companies, Europe's rail 
Illustration: Photo. (Photograph by freight industry is starting to be mod- FREIGHT FREEWAYS — The Euro- 
Jonathan Player for The New York етігед. pean Union has proposed international 
Times) rail routes that would run on a common 
PRIVATIZATION — Britain has pri- standard, with few customs restrictions. 

"Getting Up to Speed" vatized its rail system. Among the own- 
| ers of the English, Welsh and Scottish (Sources: European Commission; Euro- 
Railway, above, is Wisconsin Central. stat; Mercer Management; Association 


For years, Europe's freight rail sys- 
tems have been poorly run, state-owned 
enterprises whose incompatible systems 
have made it difficult for them to play a 


of American Railroads) 
SHUTTLES — European and American 
joint ventures have created dedicated 
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ECONOMIC REGULATION AND ITS REFORM 
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1990's stmt ВБ 


____| | | ТИ Њ 
OBN offers $2. 7B for ATSF on June 30, 1994 
* UP:counter-offers and drives BN's price up to $4B · 
shareholders decide on BN-ATSF in early 1995 
* ATSF management takes over and merger proceeds 
V concessions and deals to provide competition 
/ providing competitors w/ access in return for their support 
“Meanwhile, UP “absorbs” CNW in late 1994 
* Inevitable, due to historic relationship & financial stakes 
* Problems w/ UP's take-over style (deja vu?) 
During 1995, UP and SP become inevitable 
* Conrail shows interest for *SP-East" © 
* Negotiations over competitive access to 2:1 points 
/ KCS and IC lead the opposition 
У BNSF becomes an important ally 
* Drew Lewis and Phil Anschutz have powerful friends 
e Contract for America and the sunset of the ICC 


Doug Rubin for PPMT 780, October 10, 1997. 
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Recent Events... 





Q Another UP “take-over 
* Summer safety breakdowns (5 accidents and 7 deaths) 
* Service breakdowns (Gridlock in Texas) 
* Concern or calamity? 
©The industry closes ranks 
* BNSF and other western railroads take traffic 
* NS, CSXT & CR send managers & locomotives to help 
* UP has mea culpa sessions with shippers -- so what? 
GNS.& CSXT (have to) vow to do it differently 
* Sensitive to STB's, FRA's, NITL's concerns | 
* Must proceed safely and efficiently (vs promptly) 
* Downside: each day of delay => $2.5M interest 
«УІ, and how might, the window close? 
* Could labor, shippers and/or government change 
anything? 


Doug Rubin for PPMT 780, October 10, 1997 mE 7 


Why are Railroad Mergers “Good”? 
а "о о ~ pus ow Pal 1 E DI 
о Balkanized railroad system required multiple 
interchanges and poorer service | 
* vs trucks which travel non-stop from dock-to-dock 
* Operations Management review: 
wait => Process A => wait => Process B => done 
vs Wait => Process A & Process B => done 


«Railroads have iarge fixe’ costs 
* Administrative overhead, headquarters, information 
systems, repair shops, etc. 
* Improved information and communications technology 
allow remote management of larger enterprises 
* Abandonment or sale of duplicate facilities (sometimes) 
o Rescue” of weaker properties by stronger ones 
* No more bankruptcies! | 
* Politics of giving railroads increased market power 


V 'truck-based competition is dominant but dispersed 
Doug Rubin for PPMT 780, October 10, 1997 
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Railroad Merger Theory 
она ESE ШЫ b ld ШЫП 
® “Parallel” mergers of 1960's failed (EL, PC) 
End-to-end” mergers seen as promoting 
efficiency while preserving competition 


— 








ICC to discourage A+B or C+D mergers 
*But allow A+C or A+D and/or B+C or B+D 
єз The search for the best partners 
*UP and MP and WP, 1980 
ЖВМ and SLSF, 1982 
'* CO, BO and the Family Lines, 1983 
*NS ahd SOU, 1984 


Doug Rubin for РРМТ 780, October 10, 1997 
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Railroad Constituencies 


Labor on big RRs аге paid well 
* politically powerful unions | 
* Railroad Retirement Administration and beneficiaries 
“Shippers of bulk freight need RRs | 
* Rates per ton-mile are relatively low(er than trucks) 
* The only practical transportation for bulk goods 
GEnvironmentalists like trains 
* Fewer emissions per ton-mile 
* Rail requires less land than roads 
* Operations constrained to existing industrial areas 
i.e., where the politically less-powerful live 
Q Local entities have historical ties (pride?) w/ RRs 
* Railroads pay lots of property taxes 
w Stockholders of large companies 
* Blue chips with broadly held ownership 


vs trucking companies that have a dispersed presence 
Doug Rubin for PPMT 780, October 10, 1997 | | 3 
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Consolidating to 5 (or 4) Major US Railroads 
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Doug Rubin for PPMT 780, October 10, 1997 - (from ICG) 
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Кайгоаа Merger Policy i in the United States 


АЕ 


* A brief history of the railroad industry 
* The environment for change (1960's-1970's) 
* A flurry of successful mergers (1980's) 





* Recent mega-mergers 
* Forces for potential change - a window closing? 


Doug Rubin for PPMT 780, October 10, 1997 
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и Gains from US Infrastructure 
Deregulation Source: Winston (1998) 


Sector . Extent of Deregulation Estimated Annual Gains 

from Deregulation 

(Billions of 19990 US Dollars) 
Consumers Producers Total 








Stockbrokers Complete 


Brokerage Fees © 0.1 (0.1) ` 0 
Trucking Substantial 15.4 (4.8) | 10.6 
Railroads Partial 7.2-9.7 _ 3.2 _ 10.4-12.9 
 Telecommunications  Substantial 0.7-1.6 - 0.7-1.6 
Airlines Complete Domestic 
| Rate and Rou 8.8-14.8 4.9 13.7-19.7 
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CONTESTABILITY THEORY AND 
INDUSTRY UNBUNDLING 








Competitive Arena 


Entire Prices, entry, service 
Industry 


obligations set by 
regulators 


| Contestable E Prices, quality, 


Markets/ rudi service set by. 


Deregulation Sce competitive forces 
niin Activities һы. 
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{| provision - 


Market forces and competition can improve the 
production апа delivery of infrastructure services. 
That is the consensus emerging from a reevaluation 
of the sector based on experience, technological 
change, and new insights into regulatory design. 
This new consensus is displacing the long-held 
view that infrastructure services are best produced 
and delivered by monopolies. Because the unit costs 
of delivering an infrastructure service—a gallon of 
water, а kilowatt-hour of electricity, a local tele 
phone call—typically decline as service output in- 
creases, provision by a single entity seemed to make 


economic sense. To limit the undesirable exercise of. 


. market power, government was expected to be the 
sole supplier or to closely regulate the private 
monopoly  . > 

Technological change and, even more important, 
regulatory innovation are making competition 
possible in many forms. The economies from large- 
scale production and delivery, although still impor- 
tant in some infrastructure activities, have dimin- 
ished, especially in telecommunications and power: 
generation. Regulatory innovation has made possi- 
ble the unbundling of activities—the separating of 
activities in which economies of scale are not impor- 

tant from those in which they are. Unbundling pro- 
motes competition by detaching activities that were 
earlier performed in monolithic organizations and 
opening them to various forms of competitive pro- 
vision. Even when infrastructure service is provided 
most economically by a single supplier—making 
competition iz the market inadvisable or even infea- 
sible—competition from alternative suppliers for 
the right to supply the market can spur efficiency. 

Market forces do not eliminate the need to regu- 
late prices and profits to protect consumers. How- 
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Using markets in infrastructure _ 


ever, where extreme underprovision of services is 
common, as in many developing countries, соп- 
cerns about a private monopolist restricting output 
to boost prices and profits may have less force than 
where networks are better developed. Thus, the reg- 


ч. 


ulatory apparatus needs to foster efficiency and in- | 


vestment both by eliminating outdated restrictions 
on the right to provide service and by assuring fair 
terms of network access to new entrants. 

In the move from a government monopoly to a 
more competitive system, enforceable contracts are 
required to balance the interests of various parties in 
specific projects and to provide the stability needed 
for long-term investment. Also required are com- 
prehensive, transparent, and nondiscriminatory 
rules of the сате. Although these are desirable in 


———— НЬ аала = Јин 
the long run, the evidence shows that the move to 


private supply and competition does not have to | 
` wait for the rules to be embedded in a fully devel- ` 


oped statutory regulatory system. | 

Regulation itself is imperfect because the 
"right" regulatory mechanisms are not always evi- 
dent. It is also imperfect because effective imp jle- 
mentation of economic regulation requires an in- 


` formation base and sophistication that are rarely (if 


ever) attainable. Regulators are therefore vulnera- 
ble to manipulation. Regulation can also have per- 
verse, unintended consequences when competition 
from substitute goods and services is possible. А. 
greater appreciation of regulatory failure has led to 
progress in the design of simple rules to which reg- 
ulators can precommit and that produce pre- 


_ dictable and consistent outcomes.. Moreover, in- 


volvement of other interested parties, especially 
consumers, can make the regulatory process more 
effective. | 


WHARTON REPROGRAPHICS 
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Unbundling services for competition 7.» 


Should one company provide all telephone ser 
vices —local, long distance, cellular, data transmis- 
sion—or should the elements of the -telecommu- 


enterprises? Is electric power provided most effi- 
Gently when generation, transmission, and distribu- 


Боп are coordinated within a single entity, or should - 


the stages involved in delivering power be sepa- 
rated? Should a railway be a monolithic organiza- 
tion owning all facilities and offering а variety of 


passenger and business services, or should services . 


be operated as separate lines of business, possibly 
under independent ownership? | 

Central to this discussion is the concept of a nat- 
ural monopoly, which is said to exist when one 


provider can serve the market at a lower cost than ` 


two or more providers could. Such is the case when 
the costs of producing and delivering a service de- 
dine with increasing output (a condition often re- 


ferred to as economies of scale). In infrastructure, 


sectors, it is also common for providers to supply a 
number of services, some of which are natural mo- 
nopolies and others of which are not. However, а 
natural monopoly in one service may allow the 
provider to gain an advantage in another service 
that can be competitively provided. This occurs 
when it is cheaper for a single provider to produce 
and deliver two or more services jointiv than for 
separate entities to provide the services individually 
(and, when that happens, economies of scope аге 
said to exist). 

Ву isolating the natural monopoly segments of 
an industry, unbundling promotes new entry and 
competition in segments that are potentially com- 
petitive. Failure to unbundle can constrain an entire 
sector to monopoly provision even when numerous 
activities can be undertaken competitively.. In the 
past, maintaining sectors in a bundled form has 


` been justified on two counts. First, where economies 


of scope are significant, unbundling raises the costs 


. of provision. However, the gains from economies of 


scope, where they do exist, need to be weighed 
against the benefits of cost-minimizing behavior 
under competitive pressures. Second, subsidy of 
one service by another has been extensively under- 
taken within enterprises offering multiple services 
and has been the main mechanism for subsidizing 
services to poor customers ог those in remote areas. 
Unbundling, however, is desirable because it makes 


| «ross-subsidies between different lines of business , 
"^ iore transparent, identifies more precisely the sub- 
> Sidies needed to deliver services to the poor, and im- 


°° Vertical unbundling 577 
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The electric power industry illis trates how regula- 
“=: tory and technological innovation interact. In 1978, 


· the Public Utilities Regulatory Policy Act (PURPA) 
required electric utilities in the United States to 
` purchase power from independent power produc- 
ers. This requirement opened up the industry to 
more efficient generators, including those that pro- 
duce power from waste heat in manufacturing op- 
erations (cogeneration). Combined-cycle gas tur- 
bines, using clean natural gas and requiring small 
investments, also became popular, although many 
independent power projects continue to use con- 
ventional technologies. = 


Such vertical unbundling— separating electricity . 


generation from transmission and distribution—has 
since been effectively adopted in many developing 
countries, allowing new, substantial entry in genera- 
tion. Countries that have operationally independent 
power producers include Argentina, Chile, Colom- 
bia, Guatemala, and the Philippines. Independent 
power projects are being constructed or considered 
in Cóte d'Ivoire, India, the Lao People's Democratic 
Republic, Pakistan, Sri Lanka, and Tanzania. (See 
Chapter 5 on the financing of independent power 
producers.) In addition, to facilitate competition їп 
the distribution of electric power, transmission and 
distribution have been separated in several coun- 


tries. The transmission agency handles the transport ` 


function, and generators and distributors contract 
directly for power supply. Transmission is likely to 
remain a natural monopoly. While the physical dis- 
tribution network will also retain monopoly charac- 
teristics—it would not be есопогліса! to run more 
than one distribution line to a home or a busines5s— 
alternative suppliers can and do compete for the 
right to supply over the single distribution line. 
Similarly, in the natural gas industry, the well- 
head and the pipeline and local distribution Sys- 
tems can be owned and operated by different enti- 
ties. In Argentina, Gas del Estado was until recently 
an integrated moriopoly in both the transportation 
and distribution of natural gas, acting as the sole 
gas trader. Today, ten distinct entities—two trans- 
port businesses and eight distribution corpora- 
tions— provide these services, as well as gas treat- 
ment and storage. To demonopolize the natural gas 


industry in Hungary, the ОКСТ—а trust that oper- * 


"ated the entire oil and gas sector—was split into six 
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regional gas distributors and an enterprise owning 
the refineries, Storage facilities, and transport . 


pipelines. The liquid-propane gas operations that 


had been part of OKGT's operations were priva- ` 


tized separately. - =: +- - 


A key part of many rail transport reforms is to 


separate track management from railway opera- 
tions. For example, in 1988 two rail organizations 


were created in Sweden: Baverket is in charge of- 
track investment and maintenance, while Statens © 


Järnvägar operates Ње freight concession and pas- 
senger transport on trunklines. For its track services, 


Baverket receives a fixed charge per unit of rolling - 


stock plus a variable charge reflecting the social 


marginal costs of operation (including those for pol- ` 


lution and accidents). Separation between track and 
operation is implicit in many reforms of the rail sec- 
tor in developing countries, where specific services, 
such as passenger and freight, are being separated 
(see the following discussion on horizontal un- 
bundling). To be successful, such reform requires 
that operators be allowed access on а fair basis to 
track outside their jurisdiction. 


Horizontal unbundling 


The second type of unbundling separates activities 
by markets—either geographically or by service 
categories. In Japan, the national railway was геог- 
ganized and split into six regional passenger орега- 
tors and one freight operator that rents track time 
from the regional railways. Gains from restructur- 
ing have been enormous—freight volumes, which 
had been falling before the restructuring, have risen, 
while unit costs, which had been rising, have de- 
clined: the need for government subsidies has con- 
sequently fallen. Other countries are now emulating 
the Japanese model Argentina split the moriopoly 
Argentina Railways into five freight concessions 
and seven suburban concessions, with the efficiency 
gains reflected in a substantal reduction of the gov- 
ernment operating subsidy. The Polish national rail- 
way is to be divided according to region served and 
type of service (Box 3.1). | 3 

Telecommunications lends itself to this kind of 
unbundling as well. The operation of rapidly grow- 
ing radio-based cellular services is typically sepa- 
rated from the provision of traditional telephone 
‚ services. In some cases, horizontal unbundling, or 
divestiture, into a number of producers allows di- 
rect competition; in other cases, as when divestiture 
leads to regional monopolies, it allows for better 
performance comparisons and therefore more effi- 
Gent regulatory monitoring. 
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But in other segments of telecommunications the 


sell information services using communication links 


needed to allow fair competition between horizon- 
tally separated service operators. | | 


| Practical approaches to unbundling 


Constraints on unbundling are both technical and 


- distinction between vertical and horizontal un- . X 
bundling is not always sharp. Specialized providers ~- E 


.. owned by traditional network operators. In such О i 
T eases vertical unbundling between the provision of . |“ 
`. networks and the supply of information services is, . 


economic. Attempting to force activities that are Á; 


closely interdependent irito distinct boxes can im- 


pose high transaction costs as the coordination once 


achieved smoothly within a single frm becomes 


more difficult and less effective when handled be- · 


tween firms And having separate, vertically linked 
monopolies, each charging a markup over costs, 
may result in higher charges than with a single, ver- 
tically integrated firm. 

However, that does not mean that the incumbent 
monopolists—who will always argue that un- 
bundling will increase costs—should go unchal- 
lenged. There may well be options for allowing a. 
vertically unintegrated firm (for example, a power 
generator) to compete with a firm whose.operations 
span the entire range of activities, although that 
would require a regulatory. framework for ensuring 
interconnection. As long as competition occurs on а 
fair basis, the market outcome will indicate whether 
or not genuinely important economies of scope 
exist. . 


But even where the technology permits un- . 
bundling, the legacy of history and institutions | 


often limits the possibilities. In Hungary а telecom- 


munications law enacted in 1992 separated long dis- · 


tance (including international) services from local 
telephone services, which are under the jurisdiction 


of municipal authorities. Under the law, private ` 


concessions for local services were to be granted on ` 


a competitive basis. But practical problems inter- 
vened. As in other countries, local calling rates are 
very low, attracting few investors to that part of the 


network. And investors in the long distance service 


faced the prospect of bargaining with group after . 


group of local government officials on terms of in- 
terconnection to local networks. A compromise 
awarded a single franchise for long distance. ser- 
vices and 60 percent of the local network. Competi- 
Боп for the rest of the local network was open to 
companies with demonstrable financial strength 
and sound business plans. 


Box 3.1 ` Divided they stand: unbundling railway services , 


As infrastructure markets, technology, and operating А 


has diminished—even in such traditionally monolithic 


_operations as railways. к ( 


Argentina. In 1989, following years of bad service, | 
heavy losses, and government subsidies as high as 1 per- | 


_ cent of GDP (9 percent of the public sector budget), the 
Argentine railway began to transfer operational respon- 
sibility for many services to the private sector. ` : 

All services were transferred on à concession basis, 
most loss-making lines and services were dropped, and 
the railway’s surplus assets were sold. There vere five 
freight concessions, seven suburban concessions «.aciud- 
ing the Buenos Aires subway), and a remnant of intercity 

ger service that was transferred to provincial gov- 
ecnments. In Buenos Aires the new company established 
to take over Argentina Railways suburban operations 


x practices have evolved, the need for single ownership 
1 

| 

| 


transferred the relevant lines to the new concessionaires ` 


` and then regulated and ccordinated all transport issues in 

1 — thearea. A metropolitan authority was also established. 

] In their first two years of operation, the new railways 
carried about the same traffic as before (а downward 
traffic trend has been reversed), with only 30 percent of 
the labor force. Freight rates аге falling, service is im- 
proving, and the level of annual government subsidies 
has fallen from $800 million to 5150 million. Some of the 
franchises will have to be reconstituted as demand for 


The range of market alternatives 


Once sectors have been unbundled, competition can 
be used to increase efficiency and new investment 
In infrastructure services, the choice is not simply 
between unfettered supply in the marketplace and 
monopoly government supply. Four intermediate 
arrangements for market-based provision are possi- 
ble, and often advisable. Three of them promote 
competition. The fourth, private monopoly, creates 


the basis for greater accountability through a harder . 
budget constraint and more explicit regulation than 


government monopoly. : : 

• Competition from substitutes. The threat of los- 
ing customers to suppliers of substitute products 
provides motivation and discipline. ; 

° Competition in infrastructure markets. Multi- 
‘ple providers compete directly with each other, 
while government regulatory control ensures fair 
competition. w" x 

• Competition for the market. Goverrunents create 
competitive conditions through leases or conces- 
sions, and firms compete not for individual con- 
sumers in the market but for the right to supply the 
entire market. . E OAT E 


м та 


services evolves, and not all the commitments made in 
the franchise agreements will be honored because some 
requirements imposed as part of the franchise award аге ' ` 
likely to be unsustainable е о ране 


Рин. Polish Railways (PKP) is restructuring its ` ` 


monolithic railroad system along its principal lines of 
business: commercial freight (primarily coal), intercity 
passenger, international passenger, and local and subur- 
ban passenger services. Eventually, PKP is expected to 
have an infrastructure department servicing institution- 
ally separated lines of business, with suitable nondis- 
criminatory compensation for track use paid by each line 
of business (in line with European Union directives). 
Suburban passenger activities will be spun off to loal 
agencies or covered under “contracts” with national or 
local governments to provide unremunerative public 


` services in return for adequate compensation. РКР will 


transfer its liabilities (mainly surplus labor) and потай 


‚ assets (mainly urban real estate) to а new authority. It 


will also seek to transfer its nonrailway activities to the 
private sector. 
This reorganization will separate commercial ser- 


_ vices (unregulated and unsupported) and public ser- 


vices, such as urban and suburban passenger services, 
rural lines, and certain lines of strategic importance. The 
public services are to be planned and paid for by public >> 
authorities at appropriate levels. 


Privatization of monopolies. Where monopolies 
persist, transfer to private ownership generally 
yields efficiency gains. Regulatory innovations that 


. reward performance (such as price caps and other 


incentive mechanisms, discussed below) create the 
basis for continued productivity growth. 
Moving an existing enterprise to more market 


‘based provision can lead to one or more of these 


arrangements (Figure 3.1), Competition for the 
market is Option B, public ownership and private 
operation (see Chapter 1); the remaining three 
arrangements are variations On Option C, private 
ownership and operation. | 


Competition from substitutes 


Competition from substitutes is frequently disre- 
garded in discussions of natural monopolies in in- 


frastructure. Failure to take it into account can result 


in perverse consequences. Energy and surface trans 
port are the two most important areas where com- 
petition from substitutes brings pressure to bear on 
the monopoly supplier. ; 


A natural gas provider may be a monopolist, but ` 
natural gas is only one possible fuel for the genera- —' 
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tion of electricity. Oil and coal can be used as well, 
· and competitive pressures from oil and coal produc- 
ers can discipline natural gas suppliers. Germany. 
views these competitive pressures as strong enough 
to justify deregulating the natural gas industry, even 
though some aspects of gas supply have strong 
economies of scale. | 
Where railways are operated as а monopoly, 
shippers often have a choice between rail, road, and 
water transport. In the United States the 1887 Inter- 
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state Commerce Act regulated railroads, but to sus- 
tain such regulation without undermining the ргоЁ- 
itability of railroads soon required regulation of the 
otherwise competitive trucking services, limiting 
growth in that industry. In the 1970s and 19805 rail- 
roads and trucking were both deregulated, leading 
to rapid growth in productivity. ' 

Hong Kong's experience with urban trañsport 
further illustrates what can happen when services 
are regulated and substitutes are available. When a 
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government-owned subway system began орега- 


tion, large buses became less profitable, and the rate. 
of return that had formerly been guaranteed to bus |. 


companies by regulation became unviable. Efforts 
to maintain the rate of return by raising fares on 
large buses caused passengers to abandon bus 


transport, leading to taxi shortages, overuse of cars, 


and continuing congestion. : ` TNT - 


Thus, when substitutes are A una. s edition | 


can have especially perverse effects. 10 shore up re- 
turns in the regulated sector, regulators often ex- 
tend their reach to sectors in which natural monop- 
oly elements are weak. It is far better in these 
circumstances to allow the competition from sub- 
stitutes to ER the EE of the кач 
monopolist.... ise 


Competition in n markets 


Although infrastructure markets with numerous 
suppliers are rare, competition among a few rival 
providers can lower costs and prices. The theory 
of contestable markets says that even where 
economies of scale аца scope favor a single 
provider, the existence of potential rival suppliers 


.Box3.2 Regulatory cycles in the United States 


With its long history of private infrastructure provision, 
the United States exemplifies the changes in regulatory 
goals and implementation and the ensuing cycles inreg- 
ulatory policy. In the late nineteenth century and well 
into the early part of the twentieth century, much compe- 
tition prevailed, espedally in electric power and 
telecommunications. | 

An early instance of economic regulation—the Inter- 
state Commerce Act of 1887—was concerned with mo- 
nopoly power in railway operations. Ihe bounds of 
economic regulation were extended gradually, but espe- 
dally during the 1930s and the Great Depression, to vir- 
tually all infrastructure sectors and to other areas of pub- 
lic interest (for example, creating service obligations and 
information disclosure requirements). 

Delivery of infrastructure thus came to be based on a 
particular social compact. The service provider was typi- 
cally provided with exclusive rights to specific markets, 
and, in return, the government took on the public re- 
sponsibility of ensuring that service obligations were ful- 
filled at "reasonable and just” prices. Inflationary pres- 
sures of the early 1970s caused regulators to intervene 
even more heavily in the operations of service providers. 
Health, safety, and environmental regulation also gained 

‚ Momentum around this time. 

Public dissatisfaction with regulatory outcomes re- 
sulted in a move to reduce economic regulation in many 
sectors in the late 1970s and 1980s. According to one es- 





that can contest the market limits the diee of mo- | 


.. nopoly: abuse. Ihe implication is that, absent com- 


реле arguments to the contrary, all new entrants 
should: Бе allowed to provide services, with the 
market deciding how many providers can operate ' 
profitably. Potential competition is most effective 
where new entrants have limited sunk costs of mar- 


.. Кен entry—that is, when entrants can recover their 


investments by selling their assets if they decide to 
pull out of the business. Technological change and 
easing of regulatory constraints are permitting 
greater contestability. 

Much of the experience with direct competition 
in infrastructure is relatively new, but the results 


_ validate the benefits of competition. Systematic evi- 


dence of efficiency gains from greater competition 


‘comes mainly from the United States, which, after 


years of regulation, has introduced a number of 
major deregulatory initiatives over the past two 
decades. In virtually all sectors, greater competition 


` has led to lower prices or better services for con- 


sumers—while effidency gains and new technolo- 
gies or business practices have led to sustained prof- 


-itability (Box 3.2). 


imate, 17 percent of the U.S. gross national product 
(GNP) in 1977 was produced by fully regulated indus- 
tries; by 1988, this proportion had declined to 6.6 per- 
cent as large parts of the transportation, communica- 
Hons, energy, and finandal sectors were freed of 
economic regulation. Greater operational freedom and 
competitive threats stimulated service providers to 
adopt new marketing, technological, and organizational 
practices. The evidence from the United States points [0 · 
substantial economic gains from Ra а ats as shown 
in Box table 3.2. 


Box table 32 Estimated gains from competition 
through.deregulation of infrastructure sectors 
in the United States 


Estimated aunual 
š Eztent of gains from deregulation 
Sector =- deregulation — (billions of 1990 U.S. dollars) 
Airlines Complete 13.7-19.7 
Trucking . Substantial - 10.6 
Railroads Partial 10.4-129 
Telecom- Substantial 0.7-1.6 
munications 
Natural gas - Partial ` Substantial gains 
to consumers 


Note Cains from competition cover net gains to producers (in terms of 
profits), consumers (prices and service quality), and industry employ- 
ees (wages and employment. 

Source: Viscusi, Vernon, and Harrington 1992; Winston 1993. 


Helped i in part by séctoral шыгай рай n 
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. past decade. The possibilities and conditions for ef- ` 
fective competition are illustrated below for urban 


нагара telecommunications, and power. 
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` URBAN BUS TRANSPORT. Competition has stimu- A 
_ lated both innovation and cost reduction i in urban 


T wr 


дане hang арди services (Chile and Mexico | 


. by 1996 and Hong Kong by 1997). . 


Although transitional i issues arise Vibe competi- 


.. Hon is being introduced, pragmatic solutions can be 
кы: found. In the past, long distance telephone calls 
.. ...Were priced high enough to allow monopoly suppli- - 
„ers of telecommunications services to earn reason- 


| " -able profits while keeping down the price of access 


_ public transport. In Sri Lanka, for example, deregu- ` 


lation permitted the profitable operation of smaller 
vehicles by small-scale entrepreneurs, substantially 
improving service availability. Competitively ten- 


dered franchises. or the granting of overlapping 


franchises to competing associations of operators is 


‚ being practiced successfully in several major cities 


іл Latin America and Africa.. rig 

The challenge is to combine competition, for its 
cost-reducing impulse, with residual controls to en- 
` sure the quality of service and maintain operating 


; to the network and of local calls. With unbundling 


and increased competition, this structure of prices 


. becomes unviable, and rate rebalancing is required. 
` But during the transition the incumbent operator is 


saddled with the old rate structure and service 
obligations. If new entrants are unencumbered’ by 
these obligations, they will flock to sectors with arti- 


. Баабу high profitability, a "cream skimming" that 


E _ can be economically inefficient. 


discipline. Fragmentation of ownership has in some ` 


instances led to difficulties with route coordination 
and, at times, to excessive congestion and unsafe 
practices. In some countries, at least part of the orga- 
nizing or regulatory function has been taken over by 
an operators' association. Experience with such as- 
sociations shows that, while some aspects of regula- 
tion can be successfully delegated to the private sec- 
tor, provisions are needed to ensure that regulatory 
powers are not used to prevent new entry. More- 
over, public scrutiny and regulation on such matters 
as passenger safety, service obligations, and pollu- 
tion are essential in this competitive industry. 


TELECOMMUNICATIONS. A major competitive ele- 


ment of special relevance to developing countries is 
the advent of radio-based cellular telephone net- 
works. These networks have relatively low capital 
costs, making their market readily contestable. 
Radio-based telephones compete with existing local 
networks—and in many countries, with one an- 
other. By 1993 Sri Lanka had licensed four cellular 
operators, leading to tariffs that are among the low- 
est in the world: connection costs of $100 and oper- 
ating costs of 16 cents a minute. Compare those 
costs with the more typical costs in EI Salvador— 


51,000 and 35 cents a minute—which has a single. 


operator. However, regulation is important to sus- 
tain competition. For example, in Mexico regulatory 


action was necessary to ensure fair interconnection: 


by cellular operators into fixed networks. 

Long distance services will be the next arena of 
competition in developing countries. Korea already 
allows competition in international services. Other 
` countries are committed to permitting new entry in 
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Mexico and the Philippines have taken two dif- 


.ferent approaches to resolving such conflicts. In 


Mexico, Teléfonos de México (Telmex) was awarded 
a six-year monopoly under a concession agreement 
in 1990. To begin to bring prices in line with costs, 
rates for local services were raised three or four 
ürnes over original levels. Telmex was required to 
further rebalance rates during the period of the con- 
cession; long distance rates have fallen, while rates 
for local services have risen steadily. The Philip- 
pines chose instead to encourage new entry imme- 
diately. New operators are prevented from serving 
only the lucrative international services market and 
are required to provide 300 local exchange lines for 
each line on their international gateway. 

The opposite problem arises when the incumbent 
operator acts to limit competition, placing the aspir- 
ing entrant at a disadvantage. This is especially the 
case when the entrant's use of the incumbent's 
established network is restricted, reducing the en- 
trans reach until it has invested in possibly du- 


plicative network facilities. Such a bottleneck effect. 


in facilities owned by the incumbent is also an issue 
in other sectors when they are vertically unbun- 
dled—access to the railtrack is required by all ser- 


vice operators, and competitive generators need the 
right to transmit and distribute electricity over mo- 


nopoly facilities. Two distinct issues need to be re- 


solved for efficient interconnection of entrants: the 


physical right of access and, at least as important, 


_ the price of access. No established norms exist for 


interconnection pricing, although a variety of ap- 
proaches are being tried. Most favorable to the in- 
cumbent is an arrangement whereby the price of in- 
terconnection between a point on the network and a 
customer is the retail price charged by the incum- 


` bent less direct costs of operating that link. This 


TORTE 


476 -- 


maintains the full profits of the incumbent and is _ 


also socially optimal if the network is efficiently 


priced and ‘operated. In New Zealand such a rule ` 
-“ has led to new entry, although the rule has been | 


challenged by the new entrant' as anticompetitive. 


` ` Other approaches seek to encourage entry by limit- 

¬ 7 "ing interconnection charges to full costs incurred by 
. 277 ‘the incumbent (excluding profits accruing on the ` 

27 ink). Such charges (eg, those in Australia) include — 


an element for fixed costs of the network as well as 


costs incurred due to universal service obligations. | 


The interconnection issue is acquiring increasing 
importance in developing countries, and especially 
in Eastern Europe where multiple operators have 
been licensed. In Poland, for example, а 1990 
telecommunications law allowed independent oper- 
ators the right to develop networks in regions not 
served by the government-owned telecommunica- 
tons provider Telekomunikacja (IP SA). Three 


. large independent operators have been licensed to ` 


provide local services, in addition to almost sixty 


. Other small providers. Interconnection between ТР 


SA. and the independent operators involves provid- 
ing access to each company's network and sharing 
revenues from this access. To date there is no one 
standard interconnection agreement between TP SA 
and the independents. The telecommunication law 
states that each independent company must negoti- 


ate its own separate agreement with TP SA. This ` 


lack of standard. agreement has prevented the ma- 
jority of the independents from further pursuing the 
development of their local network. Without inter- 
connection, outside investors are hesitant to commit 
апу resources until a strong and fair contract is es- 
tablished. Alternative models aze being examined to 
provide interconnection on fair terms. Developing 
countries seeking to expand networks and new ser- 
vices may wish to consider a pricing system favor- 
able to entry, effective antimonopoly legislation, and 
procedures for implementing both. 


. POWER. Electricity generation is another area in 
which unbundling can introduce competition. 
Using similar approaches in electric power geriéra- 


` ° tion, Argentina, Chile, Norway, and the United 


Kingdom have created electricity pools that simu- 
late.competitive market conditions. Generators bid 


` for the right to supply bulk electricity in time slots 


(as short as half an hour in the United Kingdom) by 
specifying a supply schedule of price and quantity. 
The power pool manager aggregates these offers 
and arrives at a systemwide price based on esti- 
mates of - запа for the particular slot. All offers 


: below this ool pig are then accepted. Not all 


electricity is aita in this бна веш Бег dti 


prices tend {о Бе volatile and unpredictable, both 


suppliers and buyers (mainly regional distributors) 


tend to enter into long-term contracts as well, rely- 
ing on the spot market for a relatively small share of 
transactions. Having a choice of suppliers when 


contracts are renegotiated maintains а i 


discipline. 


ТЕ generating capacity is mme inoneor _ 


two firms, they can try to influence the price at 
which electricity is purchased from them. Anti- 


trust laws can be used to prevent monopolistic or 


collusive behavior. Effective competition, how- 


` ever, may require splitting large generators into 


new companies. 

Competition in electric power is is being extended 
to retail distribution in the United Kingdom, start- 
ing with large consumers. Users whose peak de- 
mand is 100 kilowatts of power or more аге not re- 
stricted to their local distributor, but may contract 
with other distributors or directly with generators. 
About 45,000 businesses are eligible to shop for elec- 
tricity in this way. All customers will be able to do 
so by 1998. 

In many developing countries, one legacy of 
poor public sector performance is the large under- 
used generation capacity of many large manufactur- 
ing firms. Ihe market for electricity can be made 
more contestable by allowing large manufacturers 
with their own generating capacity to sell electricity 
to the public grid, creating competitive discipline 
and fostering cost reduction. A systematic study 
shows that, if firms in Nigeria were allowed to sell 
power from their underused generating capacity, 
the unit costs of electricity produced by these firms 


` would fall considerably. Informal evidence suggests 


that the same is likely to be the case in many devel- 
oping countries. 


Competition for the market 


Where direct competition is not possible, efficiency 
can be increased by means of competition managed 
through contractual arrangements, ranging fom 
simple contracts for specific services to long-term 
concessions that require operation, maintenance, 
and facility expansion. Although there is only a sin- 
gle supplier of the service at any point in time, com- 
petition occurs before the contract is signed and, in 
principle, when the contract (or concession) expires 
and is due for renewal. Thus, there is competition 
for the market even though there is по ^:-?ct compe- 
tition in the market during the term. conces- 


_ sion. The commitments entered-intc -ugh the, 
‚ Contract can then, within limits, provide i alternas 
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š cession in Buenos Aires for water and sewerage, in 


Figure 3.2 Leases and concessions in 
m contrast to a proposed concession in Caracas that 


infrastructure sectors are common, even 122: 


in low-income countries." JN — 3 ` failed to attract responsive bids. Buenos Aires bene- 
"ucro Җа А wt ee ор UT беа from a number of advantages that Caracas did 
с а S = bowel set evo cieli le UNE 22. : not share, including stronger Support from ; govern- 
а И i е je ‘ment: „authorities, : better - technical ` and. financial 
Number af countries 5 witirleases ``. eee ы э es = г preparation, more attractive initial tariffs, and lower 

‚ and concessions: `` POE С=с җе уте T ES. economic risks to investors. =- CM wv pum 


In practice, the original аал 1$ rarely dis- 

. lodged. In Hong Kong, which uses franchising 

methods extensively for infrastructure provision, 

only one bus company has lost its franchise in re- 

cent decades. In France, franchises tend to extend 

, into perpetuity. The incumbent. enjoys significant 

| - advantages in rebidding, which must be factored 
-into efforts to make the market contestable. 


_ Leases. Under а lease, the government supplies 

- the major investments for production facilities, and 
a private contractor then pays for the right to use 
the public facilities in providing service. A lease 


ИЕ 





Е x Тоне in айы” Total a generally awards the contractor exclusive rights to 
Tow ER "A i pup AE Ags the pus в а 
Е rS - stream of revenues for a period of six to ten 
„income ex . income. - 225 я 3 
=" из Sa а: о years. The contractor bears most or all of Ще com- 
8. “Water к: sewerage zs. . i3 merci risks, but not the financial risks associated 
= i T = = * isi Died = iN = т ү 

EE Power FÉ Lo TERE SEE: = PNEU. with large investments. Such arrangements are most 

о, ты а o Se 2 ЗА “ШЄДЕ 2 : WS z : Е 
Bo 57 Зе > 93 practicable in activities where investments come іл 
POM P ТР oci "s infrequent bursts, so that responsibility for opera- 
Source: Berg1993. ^ и QE Ж tions can be separated from responsibility -for in- 
| ا‎ o o (ERA Um cm vestment. In France leasing has been used for 





decades in urban water supply and sewerage, and 
the model was recently adopted in Guinea (Box 3.4). 

` Leases allow a mix of ownership..In “landlord 
ports," the public authority owns the land and in- 
frastructure facilities, while a private firm owns and 
operates the superstructure. In 1986 Malaysia trans- 
ferred operation of the Port Kelang container termi- 
nals and berths to’ two consortia under leases. The 
private operators, freed of many of the constraints 
_facing the public operator, improved productivity 
substantially. Similar successes in Hong Kong, 
Japan, and Malaysia began а wave of such opera- 
tions in Asia—leasing is now under way in China, 
the Philippines, and Thailand and is under consid- 
eration in Korea, Pakistan, and Viet Nam. At times, 
only parts of the port—such as individual berths or 
container terminals—are leased, leaving arrange- 
ments for other parts of the port unaffected. 


tive to relying on a full-blown indeperident regula- . 
tory apparatus. : | 

Leases and concessions are increasingly common 
‚ in infrastructure. Such arrangements are in full op- 
eration or under implementation ‘in thirty-seven 
countries, including eighteen low-income countries 

. (Figure 32). In transport, concessions are primarily 
for large, fixed facilities such as ports and toll roads. 
Concessions аге common in the water sector. Ве- 
cause economies of scale remain important in water 
supply, most countries have used mechanisms that 
create competition for the market (Table 3.1). Even 
among these agreements, there is a wide variety of 
arrangements. 

Ihe effectiveness of a franchise arrangement de- 
perds цроп'а number of factors. The incentives for 
franchise holders to operate efficiently depend on 
the criteria for awarding the franchise, which in 

turn vary with sectoral characteristics and govern- 
ment objectives (Box 3.3). The contractual provision 
of services is most likely to succeed when the con- 
tract increases transparency and accountability by 
specifying in detail the terms of operatior. How the 
contract is awarded is also important to its success, , 


CONCESSIONS. Concessions incorporate all the 
features of a lease but give the contractor the added 
responsibility of investments such as for specified 
extensions and expansions of capacity ог for the xé 
placement of fixed assets. Concession arrangements 
exist for railways, telecommunications, urban trans- 


“Table 31 Contractual arrangements for private water supply ur Шей =: mue x C DUM. E 
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port systems, and water supply and treatment. 

. SODECI, the private water company in Côte 
d'Ivoire, has a weibestaslished and successful con- 
cession contract (Вох 35). . 

Argentina has recently lad a flurry of concession 
arrangements, some of which were made possible 
bv prior sectoral unbundling. In addition to the rail 
and water concessions described above, the ‘opera: 
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tion of the Buenos Aires subway m was offered 
under a concession and awarded on the-basis of the 

lowest subsidy demanded to operate and invest in 

the system. Highway maintenance has also been 

opened to concessions, and it is funded by revenues. 
from tolls initiated on many highways in 1992. . 

. A possible problem with leasing and concession" 
MAIS PE is .that У тпау. то provide suffi- 
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Hes in their charge. А private supplier that does not" 
own the production facilities or is uncertain of con- ` 
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sor are unrelated, or only weakly related, to the 

‚ performance of the operation, the benefits of private 
- sponsorship are forgone. Айу Ж. 
The goal is to ensure an attractive Rnancial return 

for investors while safeguarding public interests. One 









pays for the right to operate the service—or the extent 
of capital or operating subsidy that the government 
may provide. Other negotiating points are the price 
that will be charged for services, the concession period, 
and the rights and obligations at the end of the contract 

This is a complex brew, with each elernent depend- 
ing on another. There is always a danger that the terms 
of a concession will allow investors to secure too high a 
zate of return, or will fail to provide sufficient incentives 
for proper maintenance of the assets and provision of 
services. 

To simplify matters, certain norms and conventions 
have been adopted. The length of concession periods is 
typically related to the lite of the underlying asset. For 
example, thirty-year concessions are common for toll 
roads, and fifteen years is common for power generation 
projects (although for hydroelectric projects, thirty years 
is more likely). Contracts for solid-waste disposal are in 

the range of four years, a period in which garbage trucks 






























When the Republic of Guinea's water supply sector was 
restructured in 1989, it was one of the least developed in 
West Africa. At that time a new autonomous water au- 
thority, SONEG, took over ownership of the urban water 
supply infrastructure and assumed responsibility for 
sector planning and investment. SEEG, 42 percent gov- 
ernment-owned and 51 percent owned by a foreign con- 











term's facilities. . : 

Under .the ten-year lease contract signed with 
SONEG, SEEG operates and maintains the system at its 
own commercial risk. Its remuneration is based on user 
charges actually collected and fees for new connections. 
SEEG also benefits from improvements it achieves in the 
collection ratio, from reduced operating costs, and from 
reductions in unaccounted-for water. Since SONEG has 
ultimate responsibility for capital financing, it has strong 


























maintain and expand the fadli- ' 


tract renewal may ‘depreciate „assets rapidly for 
‘Box 33 Tailoring concessions to sectors and government objectives 
The method of awarding concessions or the right to op- . I 
erate is extremely important in determining the incen- 

_ tives to private sponsors. When the returns to the spon- ` 


key element of negotiation is the price the investor 
gentina; the newly privatized companies have been 


lems with quality of service and requires specification of 









Box3.4 Success of a lease contract—Guinea's water supply 


sumer tariff was to be adjusted gradually from the first 


sortium, was created to operate and maintain the sys- 


incentives to seek adeguate tariffs and to make prudent. 'service coverage have improved. 2 Te ag Dec t7 * 
4 investments based on realistic demand forecast. | e кыы cope. NV t uar SM. 
LL I wu Ls s s er "e m ӨК Дш Олы Tode ridus HT Bone NY M à : Ld dien 
acm +. i - а = ЦНС“ QUII QO mU ee ы би wale Be лке os us cee iatea s; 


_ спона gain and skimp on routine maintenance. : -: À 
Most of these problems ‘сап be avoided. Explicit. 

maintenance requirements can be written into con- ; ` 
tracts, and ‘compliance can be monitored." Private - 





depreciate considerably. But because ‘trucks can be sold 7. 
more easily than assets underlying roads and power 
plants, the contract period may be as short as several . 
months. — - d | : 

An interesting variation is used in telecommunica- 
tions, although it could be applicable also for indepen- 
dent power projects. The focus is not on the length of the 
concession period, which can be indefinite, but on the 
period of the exclusive concession. In Mexico and Ar- 


granted exclusive licenses for six to ten years, during 
which thev have certain investment obligations. After 


‚ the exclusive period, the government is free to allow . | 


new entrants. š | : | | 
The method of charging for the right to provide ser- 
vice can take different forms. In theory, it is most efficient 
to award a concession to the bidder who offers the 
largest lump sum up front. Having paid a large initial 
fee, the operator will be motivated to operate the facility 
in the most efficient manner. For large projects, however, 
where project costs and revenues are uncertain, revenue- 
sharing or profit-sharing arrangements can spread the 
risk (as in the Guangzhou-Shenzen highway in China). 
Where the government sees itself mainly as a guardian 
of consumer interest, it may choose to receive no fee but 
to award the contract on the basis of the lowest price 
charged to the consumer (which can later create prob- 


minimum service standards). 


To make sure the necessary tariff increases would be 
affordable, the Guinean lease contract included an inno- 
vative cost-sharing arrangement. Under the agreement 
negotiated by the government, the two'sector entities, 
and the external financier (the World Bank), the con- 


to the tenth year of the contract. During this period the 
World Bank agreed to assume a declining share of the 
foreign exchange expenditures of operation, and the cen- 
tral government covered a declining share of the debt 
service. By the tenth year tariffs were expected to cover 
the full cost of water. Tariff increases have to date ex- 
ceeded the planned schedule, rising from 50.12 per cubic 
meter in 1989 to about $0.75 in 1993. Despite higher tar- 
(Ке, the collection ratio for private customers has in- 
creased dramatically—from less than 20 percent to more 
than 75 percent in 1993—and technical effiaency and . 


уз 


ATE 


„о 09 сап ђе held — ^ for docimented | ios 
deterioration of the capital stock (although this can 


be problematic because some deterioration may ре 
due to poor construction). Eligibility í for renewal can ` 
be made contingent. on the. observed : state 98 the ` 


| apii stock 


privatization of тонар. АН 
Another way to TET Mm prindples into in 
frastructure is through privatization, which trans-. 
fers assets out of the public sector. Privatizations are 
spreading rapidly in developing countries—the 


value of transactions reached more than 56 billion in 


both 1991 and 1992 (Table 3.2). Privatization has 
gone the furthest in telecommunications. Argentina, ` 
Chile, Hungary, Jamaica, Malaysia, Mexico, and 
Venezuela have all undertaken substantial privati- 
zations of telecommunications services. The power 
sector, too, has recently seen several large privatiza- 
tions. 

Although privatization of industrial enterprises 
has a relatively long history— providing evidence of - 
its positive effect оп performance—privatizations in. 


infrastructuré are comparatively new. Privatized 


public utilities typically озара major corporate re- 


structuring, and the immediate gains from privatiza- ` > 
tion have been i impressive: A study of total welfare . 

gains (net monetary gains to ‘producers, consumers, - 
.and 1 employees) found t that in three cases involving . 
"telecommunicatións, the gains’ (as а proportion of +- 
etui: gemsicsales) ranged from 12 percent in.the United King- К: 
' ‘dom to 155 percent in ‚ Chile (Figure 33). Two years i 
` after the privatization in Venezuela, the total net- ` 


work had expanded by 50 percent and virtually all 
targets for service improvements had been met (Box 
3. 6). Disentangling the effects of privatization and of 
increased competition is not yet possible in many 


sectors, however, nor have sustained long-term 


gains in productivity growth yet been demonstrated. 

Utility privatizations are often accompanied by a 
requirement to undertake certain minimum invest- 
ments. These so-called roll-out obligations are ex- 
emplified by the service conditions imposed on 
Telmex, the privatized Mexican telecommunications 
provider. Network development targets built into 
the concession require Telmex to achieve a line 
erowth rate of at least 12 percent a year—twice the 


growth rate achieved during the late 19805. Тах in- · 


centives reinforce Telmex's contractual investment 


Box 3.5 Côte d'Ivoire's experience with a агада for water supply 


An excellent example of a private company providing 
public services in West Africa is Cóte d'Ivoure's SODECL 
SODECI is an Ivorian company whose capital (about 515 
million) is owned 52 percent by local interests; 46 percent 
by Saur, the French water distributor; and 2 percent by a 
,government investment fund. It started operations with 


the Abidjan water supply system thirty years ago and 
` now manages more than 300 piped water supply sys- 


tems across the national territory. Until recently, SODECT | 


operated under concession contract for water production 
' in Abidjan, the capital city. It was under lease contract 


for water production and distribution in all other urban · 


centers; for water distribution in Abidjan; and for man- 
agement of the Abidjan sewerage system. 

To deal with financial troubles caused by govern- 
ment policies in the 1980s regarding sectoral investment 
and tariffs, the urban water sector was reorganized. 
SODECT's contract for urban water supply services was 
transformed into a cancession contract for the entre 
country, with SODECI taking responsibility for both op- 
erátions and investments. Today the company has 
300,000 individual connections that serve some 70 per- 
cent of Саба d'Ivoire's 45 million urban residents—2 
million in Abidjan and the rest in settlements-of 5,000 to 
400,000 people. Under a policy to provide low-income 

. households with direct access to water, 75 percent of 

. SODECI's domestic connections have been provided 

` with no direct connection charge. The number of connec- 
tions is growing between 5 and 6 percents year 
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Since the early 19705, full cost recovery has been the 
rule, and revenues from water sales have fullv covered 
capital and operation and maintenance costs. During the . 
past ten years, unaccounted-for’ water has never ex- 
ceeded 15 percent, and collection fom private con- 
sumers hes never fallen below 98 percent (collection 
from government agencies is more problematic). More- 
over, despite the dispersion of operations, there are only ^ 
four staff per thousand connections, reflecting: best . 
practice standards. The company has also succeeded in 
reducing expatriate staff while expanding operations. 

SODECI retains part of the rates collected to cover its 
operating costs, depreciate its assets, extend and rehabil- 
itate distribution networks, and pay dividends to share- 
holders. It also pays the government a rental fee to ser- 
vice the debt attached to Lg e m financed by the 

E : 

SODECI provides service close to the standards of in- 
dustrial countries. Yet the cost to consumers is no higher 
than in neighboring countries in similar economic condi- 


‘tions or in members of the CEA franc zone, where tariffs 


rarely cover capital and operation and maintenance: 
costs, and service lags behind. Private Ivorian interests 
now own а majority of SODECT's shares. Its bonds аге 
one of the main items traded on Abidjan's financial mar- 
ket, and it has distributed dividends to its shareholders. 
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Table 32 Value of asta che е privatizations i in developing cauniries, TER Es 


. Water 


Note Countries undertaking infrastructure ріуабтабоп= ` 


"Subsector ~ | 1988: — 1989. 1980 1991. 21992. «198852 . countries 
| C Telecommanications 325 22.486. 578 s > 190 (E ПВД 
. Power generation 106 -. .2100 mS 20.7 248 store y 689 ~ | Я. : s 
Г Power distribution ^ - AI din Tu 0 Sho = Cte "1037. => -im a 
|» Gas distribution LL d 0 qiie а 1906. 190^ . 2 
Railroads 0 уе dang HV рул Aqu 1 
Road infrastructure 0 a um о 0 250 1 
Ports E 0 0 0 0 7 7 qux 
| b p 0 o 0 175 Dus di 
` Total | futs мы” Bog 6,200 6535 19785 15 
` Closely related privatization: Е | je i Бањ ај и ‹ 
Airlines — ^ ОЭ TT -g 775 168 1,461 2813 14 
. Shipping ше Š 0 0 135 1 136 2 
_ Road transport. Ames. 0 4 0 0 NR WE К x „е 
Total developing country privatizations ^^ 2587 — 5188 - 868 22049 25187 61629 25 


1988: power—Mexico; telecor—Belize, Chile, Jamaica, Turkey; airlines—Argentina, Mexico. 


1983: power—Korea; telecom— Chile, Jamaica; airlines— Chile. 


1990: power—Malaysia, Turkey; telecom—Argentina, Belize, Chile. Jamaica, Malaysia, Mexico, Poland; roads—Argentina; airlines— 


Argentina, Brazil, Mexico, Pakistan. ` 


1991: power zeneration— Chile, Hungary power distribution ——Philippines; railroads—-Argentina; telecorn—Arzenüna, Barbados, Belize, 
Hungary, Jamaica, Mexico, Peru, Philippines, Venezuela; airlines—Honduras, Hungary, Panama, Turkey Venezuela; : shipping—Malaysia; road 


transport—logo. 


1992 power generation—Argentina, Belize, Malaysia, Poland; power distribution—Argentina, Philippines; gas distribution—Argentina. 
Turkey; telecom—Argentina, Estonia, Malaysia, Turkey; railroads—Argentina: ports—-Colombia, Pakistan; water—Argentina, Malaysia; air- 
lines—Czechoslovakia, Hungary, Malaysia, Mexico, Panama, Philippines, Thailand; shipping—Sri Lanka; road transport—China, Peru. 


Source: Sader 1993. 


obligations. In addition to line growth require- 


ments, the concession requires improvements in ser- 


vice quality. Telmex has more than met the targets 
and has announced plans to invest $13 billion over 
five years to upgrade equipment, add access lines, 
‚апа improve service. | 

" Underpinning these requirements is the concern 
that а .monopoly service provider—such as 


Telmex—may restrict output below socially desir- 


able levels. While this may be a legitimate concern 
in the longer term, it sits uneasily with the current 
situation in many, if not most, developing countries. 
Levels of service provision are now so low that even 


an unfettered monopolist would face strong incen- | 


tives to expand—and to do so at lower cost than the 


Inents may consequently be unnecessary and, when 
used to secure the provision of services on uneco- 
nomic terms to particular areas or consumers, can 
perpetuate pricing distortions. 
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Paths to market provision 
The; move бош govermment ns pn to comipeti- 
tive market provision has taken pany routes, but, 
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public sector providers of the past. Roll-out require- 
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whatever the path, success requires a sustained 
comuritment to private entry. The transitional 
phase can be effectively managed through enforce- 
able contracts that create incentives for the entre- 
` preneur to be efficient while also embodying the 
public interest. 

А statutory regulatory system that provides for 
clear and open enforcement of the terms of the con- 
tracts is also required, although its absence has not 
. held up private entry. The design of such regulation 


may well benefit from contractual experience with. 


early entrants. Effective statutory regulation re- 
quires predictable and nondiscriminatory rules and 
the creation of consumer constituencies. 
Transitions in market structures — 


Er a == 


Should the move to a market-based system Occur 


ina single Step, or can it be achieved more gradu- 
ally? There are no simple answers. What is impor- 
tant is that the shift to market provision be credi- 
ble. Without that, private entrepreneurs are not 
likely to take on new investments. Commitments 
from governments are most credible when all the 
- enabling” measures needed’ for private a? and 
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market provision are adopted within a short span ree т EC — 
~ =. of time as part of a consistently designed program. | os Figure 3.3 Privatizations in | Pu ES | 
Where - institutional - legacies—concems ` about = telecommunications can lead to large gains <3 | 
^ labor redundancy, for example—prevent immedi- `. ` = . т ЫШ и eS. 
ate privatization, opening the sector up to substan... ^ . =. и . gears ус еее | 
‚ Hal new entry may be a strong sign of government _ Total welfare gains as a percentage . +- E Er 
commitment to sector reform. .- ~ of anaualsales `. tura езе 8883 
` One recommended sequencing strategy is to start NNUS E S 
_ With the design of statutory regulation that sets the | | pe - 0 VES 
rules of the game. This is to be followed by the de- | | а 5-55 
termination of the.appropriate industry structure EES 
(the degree of unbundling, extent of new entry, and ея 
split of existing providers to prevent economic : Е 
dominance) and privatization. Chile comes closest = 
to having implemented this sequence over.the pe- 
riod of a decade, although industry structure has 
continued to evolve after privatization. Other coun- 
tries have followed pragmatic strategies dictated by 
their circumstances, with impressive results. Three 
examples illustrate transitional options and issues. 
ARGENTINA. Argentina has adopted the most far- 
reaching privatization program, designed to create 
competitive conditions in the economy. All major 
infrastructure providers were privatized between 
1989 and 1993, and activities were unbundled to fos- 
ter competition. In the electric power sector, genera- 
боп, transmission, and distribution were separated; 
two telecommunications franchises were awarded 
to serve the north and the south; and railways were 
separated along different lines of business. | 
· Although privatization has occurred rapidly, the 
“capacity for regulatory oversight has lagged (as it 
has in most developing countries other than Chile, š 
where sophisticated regulatory capabilities were and consumers. P 
put in place prior to privatization). The absence of Source: Galal, Jones, Tandon, and Vogelsang forthcoming=4 
regulatory oversight has not been an impediment so ка: ` ZEN ORDERS 
far; however, where market forces do not provide НН IER 
adequate discipline, efficient functioning will re- Ew E i eain ipe ШШ: "и s я 
quire regulation. Antitrust regulations will need new generators. Opening generation to new pro- 
_ Particular attention in view of the heavy concentra- viders required the elimination of the monopoly en- 
tion of ownership. The Chilean experience, with опе joyed by the National Power Corporation, a govern- 
Private firm owning 65 percent of generating capac- ment-owned utility that has not been privatized. -` 
ity, shows that a dominant provider can influence . ` -Ihese reforms came in response to an almost 
market outcomes. Also in Chile, concerns have been Crippling power shortage. The urgency was so great 
expressed that the large installed base of the local that new entry had to be based on contractual agree- . 
telephone company may prevent fair competition - ments between the government and private genera- 
when the company begins to provide long-distance tors, since reform of the Electricity Regulation Board 
services. And everywhere, market provision will re- weuld have taken too long. By August 1993, seven | 
quire greater information disclosure and public new projects with a combined capacity оЁ 800 
еа cassie sve def ocu Ct i. megawatts had been completed, and five additional 
pa ойы сле еа а с а geniis Were placed under private contacis for 
7 РНІШРРІМЕЅ In the Philippine power s ior pri- .. rehabilitation and operation. Fifteen more projects. 
. Vate provision was based entirely on the “entry of — (2,000 megawatts of capacity) are under negotiation. 
eee и Batt 5 72 Seg Ка E £5 х ke UU Max. ВЕРУ риа В Somat а areas AS "e pur e ~ 
Eur v арак : ~, ЗЕ : ates s i. 2 т арт às "m 
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"When. Venezuela privatized its state-owned telephone 
. . company (CANIV) in December 1991, it had 1.6 million 
„ lines in. service (82 lines per 100 people às compared 
^; with 35 lines per 100 people in Korea. An eight-year wait 
- fora new telephone was common, and completion rates 
` for international calls were less than 20 percent ` 

The government sought to expand and improve basic 
service rapidly by turning the company over to a private 
operator with first-class international experience. Al- 
though it recognized the need to increase local rates sub- 
stantially, the government was concerned with the po 
tential political fallout from “rate shock.” Consequently, 
it decided to phase the rate rebalancing over rine years. 
During this period the new operator was granted an ex- 
clusive Éranchise for local, long distance, and interna- 
Honal service. The proüts from international service 
would be used to cross-subsidize local service and fi- 
nance the desired network expansion. The concession 
contract included annual obligations to expand and im- 
prove basic service (including the installation of 3.6 mul- 
lion additional lines over nine years) and a cap on the in- 
crease in prices for basic telephone services." All other 




































service, private lines, information services, and equip- 
ment. This model resembled telecom privatizations in 
Mexico and Argentina, where the privatized operators 





During this process, new laws and administrative 
procedures have also been put in place (Box 3.7). 
, Although regulation through individual con- 


` tracts has attracted new investment to the power 


sector, further development will require sectoral 
rules to ensure fair competition. As in most devel- 
oping countries, new generaüng capadty has been 


` developed without well-agreed principles on inter- 


connection and dispatch among providers. Ihis ab- 


` sence has not been a problem so far, partly because 
. . private supply. was filling large demand gaps. Аз 
the gaps close, however, the various suppliers will ` 
come closer to being competing sources of power, | 


and the regulatory authority will have to define 


clear rules for determining whose power is bought . 


апа оп what terms. ^ ,. | 

| MALAYSIA. Malaysia's approach puts it some- 
where between that of Argentina and the Philip- 
pines. Utilities have been gradually privatized, and 


‚. new entry has been allowed in electric power and > 
` water. Statutory regulatory efforts have lagged, and 
discipline on operations 15 imposed through соп-. .. 2 


Uu. tractual · agreements. “The government, also has 


cus р maintained direct regulatory supervision 
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Venezuela... "— | ГОГ pas emas 


‚ years in Mexico; seven years extendable to ten in Ar-^- 


_ majority voting control) to an international operating 
" consortium for 51.9 billion. Pending passage of а печ 


provement targets were met. 


services were open to competition—including cellular | 
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` were granted a limited monopoly on basic service (six » 


депбпа).. a: - Mucio њи 


In Venezuela the process culminated withthe ар“ 
cessful public tender sale of a 40 percent share (but with 


telecom law, the government enacted a series of decrees 
that established the regulatory agency, CONATEL, and 
defined the regulations for the various types of service. 
Until the new law is passed, rate increases must be rati- 
fied by the govemment ^ ^ '- | 

In the two years following privatization, САМТУ in- 
vested more than 511 billion and installed 850,000 new 
and replacement lines, far exceeding its obligations 
under the concession contract. Virtually all service im- 
Several lessons have emerged from the Venezuelan 
experience. Even without a fully defined legislative 
framework, telecom privatization can provide immedi- 
ate benefits from increased investment. Although some 
rebalancing of tariffs has occurred, sustained tariff in- 
creases will be needed. With rapidly changing technol- 
ogy, monopoly rights granted to maintain cross-subsi- 
dies and to promote service expansion wil prove 
increasingly difficult to define and enforce. 


utilities through continued shareholding or through 

"golden shares” that give the government veto 

rights, especially on matters relating to the social 
‚ obligation of the utilities (Box 3.8). 


Dealing with regulatory imperfections 


Regulation must negotiate many potential pitfalls: 
as it controls the exercise of monopoly power, it 


must also ensure service quality, safety, environ- 


mental protection, service obligations, and the 
rights to network access (Figure 3.1). The weight of 


each of these objectives varies with industry struc- 


ture, which evolves over time. Flexibility must 


` therefore be balanced with commitment to fixed 
rules. Too much flexibility lets well-organized inter- - 


'est groups gain control of the regulatory process, to 
their own benefit. Too rigid a regulatory structure 
limits the ability to correct mistakes and adapt to 
change. It can also stifle initiative. Regulation some- 
times leads to outcornes worse than those that im- 

“perfect markets could achieve. 

` ` Experience argues for keeping regulation*to а 

minimum. Three considerations influence the regu- 

latory task that accompanies the introduction of pri- 
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. credibility for the regulator 
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` REGULATORY RESOURCES, AUTONOMY, AND CREDI- 
BILITY. "Regulation requires detailed knowledge and 


` continual monitoring of the activity concerned. The 


regulatory menu indudes problem identification, 
fact finding, rulemaking, and enforcement. Regula- 


tors need to be able to shift course in order to antid- 


pate or respond to changing conditions in the indus- 
try. They also need operational autonomy within а 
broad policy mandate to ensure their effectiveness. 


Because doing all of this well requires a detailed ` 


working knowledge of the industry, there is a strong 


case for -regulatory bodies to be specialized and au- - 


tonomous public agencies, rather than general bu- 
reaucractes. But because sectorally specialized agen- 
des are more suscepüble to capture by the 
industry —and so are more likely to perpetuate reg- 
ulation that favors incumbents—the regulatory 
agency must be monitored as well. 

Much of the experience with statutory regulation 
derives from North America, where the private (al- 


2. though often monopoly) provision of infrastructure 


| services has been the norm. The United States, rely- 1 
* ing on federal and state commissions, has devel 


‚ oped a significant capacity for autonomous regula- 


tion. Although the process is remarkably open, it is 


72 also characterized by adversarial relationships and 
| litigation. Europe z and Japan ‘have had. less experi 


ence with explicit . regula tion, since “they теју on 
public monopolies, combined with regulatory and 
operational responsibilities. Even when regulatory 
instruments such as price controls, technical stan- 
dards, and entry licensing have been used, they 
have been implemented by related ministries or in- 
terministerial committees rather than by specific 
regulatory agencies. The United Kingdom has re- 
cently moved towar опуанхабоп and indepen- 
dent regulation, and similar reforms are taking 
place elsewhere in Europe. Developing countries 


_ have virtually no experience with regulation of pri- 


vate providers because their infrastructure enter- 
prises have, in the main, been publicly owned and 
operated. Án exception is Hong Kong, which 15 well 
known for its encouragement of private initiative 
but which has a regulatory system that protects 
consumer interests. 

А problem for developing "е is assem- 
bling experienced professionals to staff a regulatory 
agency. Regulators have limited resources and are 











The Philippines’ evolutionary approach to attracting pri- 
vate entrepreneurs İn power generation is instructive: In _ 


element of government policy and effectively signaled 
the end of the generating monopoly of the state-owned 
National Power Corporation. Although the first project, 
Hopewell Navotas 1, was successfully negotiated and 
commenced operation in 1991, early dealings with other 
_ private proposals were generally not fruitful A proposal . 
for а 220-megawatt cogeneration plant did not proceed . 
beyond the negotiation stage in 1989, in part because of 
inadequacies and inconsistencies in admumistering regu- 
lations. The lessons from the failed effort helped ongoing 
efforts to improve regulatory and clearance procedures. 
After 1989, Philippine agencies associated with pri- 
vate power began to work in a more coordinated man- 
ner. There was greater participation from the National 
Economic Development Authority (which had played a 


















more ranking of priorities through the Investment Coor- 

. dinating Committee. А major improvement in the fame- ` 
2. work for reviewing and clearing proposals. was the 1990 | 
^, build-operate transfer | x and ш mma € 






 Box37 The evolution of private pówer.in the Philippines 


July 1987 private power generation became а deliberate | = 


_ сап jeopardize a project Ihe National Power Corpora- 
_. tion is seeking to establish model contracts, preapproved 


| operate at very high cost and are designed to serve only 

| for the few hours in the day when demand is very high- 

` Subsequent projects, prepared under less time pressure, , 
ve [sinet meme E o АААЙ 
жениле еы нан, 


key role in initiating the private power program) nd . 


menting rules and regulations— Фе law created a clearer 
legal basis for allowing entry by private capital, though 

still requiring transfer of ownership back to the govem- ` 

ment at the end of the concession period. = 
The Philippines is also seeking to streamline the pri- 
vate power solicitation process. Under present arrange- 
ments, the effectiveness of project contracts depends on 
| several conditions that must be met after the contracts 
‚ аге signed. Delays or failures to meet certain conditions 


by concerned government agencies, to facilitate private 
participation. This arrangement is expected to enable in- 
vestors to proceed immediately from signing the con- | 
tract to finalizing the financing plan. - 
The urgency in creating new capacity in the Philip- 
не led to expensive power generation. Early projects 
used “peak-load” plants that can be installed rapidly but 
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Privatization of the infrastructure Sector has progressed 
| 7 rapidly in Malaysia since the mid-1980s. In ай cases, the 
' "government department or statutory body that was pre- 
-viously supplying: the services has assumed the statu- 
. tory role of regulating the privatized supplier. For exam- 
‚ ple, the Kelang Port Authority is now the regulatory 
agency supervising the two private operating companies 
at the port, and the Telecommunications Department is 
the regulator of the telecommunications sector. (The 
change in the function of the government department ог 
statutory body has, in each case, necessitated new em- 
powering legislation.) ad ee, 
| ‘Significant government equity ownership in for- 
merly privatized enterprises and the mechanism of the 
"golden share" also play a role akin to regulation. (The 
golden share, which gives the government veto powers 
on major policy matters of the privatized firm, was first 
introduced in the privatization of Malaysian Airline Sys- 
tems and the Malaysian International Shipping Corpora- 
tion.) Equity ownership by the government and the 
golden share are intended to ensure that the policies of 
the privatized firm are in conformity with government 
policies and national objectives. 
Regulation in Malaysia has really meant the supervi- 


often unable to attract qualified people. Even in Ar- 
gentina, which has a pool of well-qualified people, 
` Civil service salary restrictions and ight budgets 
have led to weak regulatory agencies (Box 39). · 


Allowing a regulatory agency autonomy while . 


maintaining its accountability requires a delicate 
balance. If regulators are easily replaced, directly 
elected at frequent intervals, or easily influenced by 
special interest groups, they may be unwilling to 
implement polides that are socially desirable but 
politically inexpedient. Conversely, a regulator with 
too much discretion can, for example, arbitrarily re- 
strict new investment. Experience in Jamaica reflects 
some of these problems (Box 3.10). `` - | 

A few principles seem to have general accep- 
tance. It is important for a regulatory agency to re- 
port directly to the legislature rather than solely to 
(or through) a minister. Legislative scrutiny of regu- 
lators is typically more open, although informal 
pressures can. creep 
agency should be appointed for a fixed term, prefer- 
ably out of cycle with: political elections. Scrutiny 
should be regular and should systema tically assess 
an agency's performance in achieving its goals and 
whether regulation is well focused. Transparency is 


_ Critical to regulatory accountability because only if “transport to electricity systems—has been “cost 
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Box 3.8 , Regulation and privatization: which co 
` creation of incentives for the privatized supplier of infra- 


. over the policies of the privatized suppliers of infra- 


. completely a matter for the regulatory agency to decide 


in. The head of the regulatory - 
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mes first? The case of Malaysia . 4 
Sion of tariffs and the maintenance of service standards, -` 
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Ihe scope of regulatory action in Malaysia, however, is +: 
‘fairly rudimentary. For.instance, no clear link exists be 
tween the functions of the regulatory agencies and the s 










structure services to achieve efficiency. . 
. Although regulatory agencies exist, the respective 
ministers still appear to have considerable influence 









. Structure services. Rate revisions, for example, are not 






and almost always appear to require ministerial sanc- 
Gon. There is also а distinct possibility that industry 
might “capture” the regulatory agency in some cases. At 
Present, considerable ambiguity exists about the inde- 
pendence of the regulatory agencies from ministerial or 








political interference. | 

Although still evolving, the regulatory mechanism 
does not appear to have limited new entry and invest- 
ment. The lesson from the Malaysian experience is that 
moves toward privatization and private sector provision 
of infrastructure services need not wait for the formal 
creation of a comprehensive regulatory framework. 











the process and policies are known and published 
can assessment of regulation be effective. 

Ine Philippines, responding to thé generally in- 
effective regulation of the past, has recently acted to 
make the process more autonomous and account- 
able. A draft bill in the lower house of Congress de- 
fines the role of the National Telecommunications 
Commission more clearly, increases the number of 
commissioners, assigns a fixed tenure, and. increases 
the commission's access to operational funds. 

As regulators become stronger, “regulating the 
regulators” may be desirable, if experience in indus- 


trial countries is a guide. In the United Kingdom, ` 


for example, the National Audit Office audits regu- 
lators as part of a mandate to determine “value for 
money" in public service, and the Monopolies and 
Mergers Commission hears appeals of decisions by 
sectoral regulators. авиа 


INSTRUMENTS OF REGULATION. While regulators 
seek to maintain "reasonable" and "just" prices in 
order to protect consumers, profits must be ade- 
quate and not subject to political risk or uncertainty. 
The ubiquitous instrument of regulation used to 
balance these goals —for sectors ranging from urban 
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„plus, or rate-of-return regulation, which qe et; 
,that the financial return received by the provider 
: covers all costs (operations and maintenance, depre ` ` 


‘dation, and taxes) and, in айса guarantees a ne- 
pat return on investment. .: н с Ж 
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- In recent years this instrurnent his come in for 
much criticism. Rate-of-return regulation is difficult 


“to implement—obtaiming accurate information on 
costs of produson and the allocation of quen costs 


а 


— source of much contention between the regulators TE 


between alternative services is a formidable task. | 


Determining an appropriate rate of return is: also a 


and the regulated. These problems. encourage mis- 
“representation: of information and.the adoption of 
. inefficient ` technologies : that ‘inflate’ the base on 


- which rates of return are calculated; they also foster | 


unproductive lobbying. Most important, because all 
‘costs are covered and а rate of return is guaranteed, 
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Box 3.3 Development of ки нав іп РСА | 


Although a well-defined regulatory framework was 


‚ legally in place. after the privatization of telecommunica- 


tions, regulatory practice did not conform to the frame- 

work Charged with regulatory responsibilities in 
аа 1990, the Comisión Nacional de Telecomuni- 
caciones (CNT) did little until the end of 1991. No clear 
regulatory processes were developed, and a backlog of 
decisions began to pile up. Experienced staff were lack- 
ing, as were resources to hire additional staff or even pay 
existing staff on a regular basis. 

The outcome of these regulatory and staffing’ gaps 
was that the development of new telecommunications 
services proceeded slowly. This was due in part to CNT's 
failure to formulate standards and processes for issuing 
licenses, making most of these services uneconomic. 
Meanwhile, a number of radio operators and .z'ephone 
cooperatives, faced with little or no regulation. started 
operations without licenses. Consumers also suffered 


Jamaican telecommunications were initially privately 
run, then nationalized in 1975, and then reprivatized in 
1987. Investment under private ownership was strong 
until the 1960s and has been strong again since 177 ці 
between 1962 and 1975 utility-government ns 
were turbulent, and investment levels were lov: 
Repeated shifts of power between two opposing po- 


- ^ litical parties with divergent views have made it dificult 


to establish a credible regulatory regime thzt investors 


` could rely on with confidence beyond another election. 


Until 1962 the regulatory regime—including precise, en- 
forceable provisions on the rate of return the utility 


` could earn—was built into the utility’s operating license. 


Because of Jamaica’s strong, independent judiciary, pri- 
vate participants were willing to invest, confident that 
parliament would not unilaterally "к the terms ofa 


license. ` 


The newly independent Jamaican —Ó de- 


. dded in 1962 that a precisely specified operating license 


_unacceptably constrained the democratic process. Using 
; the United States as a me the government estab- 
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fom СМГ$ inability’ to «ане d service 
complaints. 

Since mid-1993—almost three years after the ваде 
ning of the reform process—CNT has improved its per- 
formanee, in particular with respect to the concerns of 


consumers. А team of outside consultants working with 


CNT made progress in developing strategies and proce- 
dures. Моге ver, after some early difficulties in the selec- 
tion proces: CNT's top staff (6 directors) are now in 
place. The selection was made by an independent рп- 
vate recruitment company after a rigorous screening of 
125 professionals, and its five nominees were retained as 
directors, including the president. The last director was 
proposed by the provinces. 

Progress in Argentina's telecommunications sector 
has been significant, and privatization has been able to 


move ahead in spite of the delays in implementing regu- ` 


latory changes. 


# Вох 310 Jamaica's regulatory aler coaster for telecommunications 


lished the Jamaica Public Utility Comm: >a in 1966. 
Not only was the commission open to representations 
from all interested parties: = new system did not set a 


floor on the returns that ёе utility could earn In the ` 
United States constitutional protections plus well-devel- ` 


oped rules of administrative process afford private utili- 
ties substantial protection. even- though the private- 
utility commission system nominally gives regulators 


substantial discretion. But Jamaica lacked these founda- 
tions. It also lacked a cadre of well-trained regulators . 
and experience in delegating authority to a quasi-inde- 


pendent commission. Clashes between the utility and 


the commission ensued, culminating in the 1975 nation- i 


alization of telecommunications. 


- т 


After the 1987 privatization, Jamaica returned to E ` 


pre-1962 regulatory system. It wrote into the operating Ш- 
cense of the newly privatized utility a guarantee ofa 17.5 


to 20 percent annual гаје of return on equity, shielded ` 


from change except with the-consent of the utility, and 


enforceable by the judiciary. Panne PS 


vestmweotand s substantial welfare gens iure. 
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private management can bees complacent about 
| making the right Investments and Peine costs 
i down. 

77 The response ix béen to design n. new “incentive” 

z regulations in which the prices'a provider is. al- 


lowed to charge. do not hinge on costs incurred. 


“ Thus, if costs increase, атаб ате lowered; if Costs 
decline, the provider and investors enjoy greater 
profits. Incentive regulation therefore seeks to mot- 
vate providers to use their superior knowledge of 


operating conditions to lower costs and introduce : 


new services. 

Price caps. An example of incentive regulation is 
„ће increasingly popular рпсе-сар, or "RPI-X," 
method for determining permutted increases in ser- 
vice price. RPI is the percentage i increase in the retail 
price index (other indexes of costs that the provider 
does not control can also be used), and X is the (pre- 
determined) expected percentage increase in the 

provider's productivity. The infrastructure provider 
has an incentive to lower costs, since gains in pro- 
ductivity greater than the expected X percent con- 
tribute to increased profits. To maintain incentives 
for efficient production, the X-factor should remain 
‚ unchanged for a period of several years. 

Price caps are diffusing widely to different 
countries and, gradually, to sectors other than 
telecommunications, where they originated. The 
United Kingdom has led the way, using price caps 
in airports, telecommunications, electricity distri- 
bution, gas, and water supply. Elsewhere, how- 
ever, their main application has been in telecom- 
munications, with electricity distribution a distant 
second. In Mexico, for example, the government 


introduced price-cap regulation for Telmex in Јап-. 


uary 1992 which applies a price cap to the overall 
weighted average price of Telmex’s services, rather 
than a specific price cap for each service. In the 
. United States many state regulatory commissions 
‘have shifted from rate-of-return to price-cap regu- 
lation. Where comparison is possible, as between 
different states in the United States, the evidence is 
that price caps lead to lower prices than — rate- 
of-return regulation. jn 
Ihere are also some early ications that the dif- 
` ference between price-cap and rate-of-return regula- 
tion may not be as great as originally thought. Price 
caps are rarely observed in their pure form. Most 


regulators see a continued need to assess the rate of . ` 
return and so set the caps on estimates of profitabil- 


‚ š; ty, once again increasing the information require- 
. „ ments for effective regulation: | An exception arises 
“when profits are under the control of competitive 


с; forces. For мары! їп the US. market for r long c dis- | ' 
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tance phone s services, rice caps on i the dominant 


| mentr needed because profits z are limited by compet- 

. ing suppliers. But where local monopolies exist (as | 

` in local telephone services), rate-of-return consider- 

_.. ations can reassert themselves ` so that, over time, 

| "рисе-сар regimes may converge toward their rate- 
 of-return predecessors. Nonetheless, price caps do 
‘have the advantage of shifting a greater part of the 
"financial risk onto providers of infrastructure ser- 


vices, who cannot be sure that the regulator will 


allow them to recoup excess costs. This threat en- - 


courages tighter self-monitoring of performance. 
` Yardstick competition. When direct competition or 


x competition from producers of substitute products 


will not work, competitive forces can be replicated 


. through comparisons with performance elsewhere. 


A utility in one region can be motivated to perform 
better by promises of greater rewards if its perfor- 


‚ mance exceeds that оба similar utility in another re- 


gion. However, only if the utilities’ input prices, 
market dernand, and government regulations 
equate can better performance be attributed to the 
efforts of the utility. 

A number of countries use yardstick competi- 
tion, formally or informally. In France the contracts 
of the local water company often depend on the 
quality of services and their production costs rela- 
tive to those of other French water companies. The 
water sector regulator in the United Kingdom relies 
explictly on cost comparisons. The Chilean tele- 
communications industry uses an important variant 
of yardstick competition. A hypothetical "efficient" 
firm, rather than other Chilean firms, is used in set- 
ting the prices that telecommunications suppliers 


„Сап charge. International cost and price trends are 


used to estimate the performance ап efficient firm 
should achieve, and prices are established based on 
this estimate. Within this framework, the more effi- 
dent the Chilean firm, the larger its financial re- 


‚ wards. In electric power, reasonable distribution 
. Costs are estimated for three "reference systems," 

"which vary according to such key determinantsas . 

: distribution costs, population density, and peak de- 


mand. Individual electricity distributors are placed 
in one of these three systerns, and delivery prices 


are regulated accordingly. A distributor benefits if И. 


delivers electricity more cheaply than the average 
provider in its reference system. However, manipu- 
lation of “reference system” costs by the few suppli- 


. ers in ‘the market has driven the government to ех- 
i “plore Improvements in its изе оё benchmarks. E. 
‘Although yardstick competition is limited by the . 

need for sufficiently refined and comparable infor- ` `` 
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mation, that constraint is being partly relieved by 
_the increasing possibilities of international compari- 
_ son. Specialized industry Organizations and interna- 
tional development banks can serve a useful func- 
- &on y: disseminating data on . production. costs. 
Periodic. ‘audits can also provide information feed- 
“ing into the regulatory process. ^ 7“ 

“New instruments., The limitations of existing ге regu- 
` tory instruments (such as rate-of-return; price-cap, 
and yardstick regulation) have spurred the search 
for new instruments. New instruments have been 
. designed to minimize the information required by 
the regulator and to increase the responsiveness to 
thé customer, making thern, at least in principle, es- 
pecially suited to the needs of developing coun- 
tries—although many of them have not been fully 
tested in practice. In the United States, an intermedi- 
ate form of regulation balances the risk of windfall 
profits (or losses) from the selection of an inappro- 
priate X in the price-cap formula. If the rate of return 
exceeds a prespecified limit, the firm has to refund 
the difference to customers. If returns fall below the 


lower limit, price increases greater than those im- 


plied by the cap are pe: =mitted in some cases. 

Аг other regulatory approach offers.a provider a 
choice of regulatory options (a stiff price cap but no 
monitoring of profits, or larger price increases with 
closer monitoring of profits). The expectation is that 
the regulated entity will, through its choice, reveal 


_ its ability to undertake significant cost (and, hence, 


price) reductions, as well as its attitude toward risk. 


A form of regulation that is even less ‘restrictive. 


‘but that can provide meaningful discipline is 


' known as "potential regulation.” Regulators moni- 


tor the performance of suppliers and stand ready to 
intervene should problems arise. As long as cus- 
tomers are reasonably satisfied with the suppliers' 
performance, the regulator places no formal restric- 
tions on m suppliers’ activities. | 


CREATING ТА CONSUMER CONSTITUENCY. Consum- 
ers, both individuals and businesses, are not typi- 
саћу involved miuch in the regulatory process, even 
though their input can be critical to efficient service 
where the regulator has only limited means of ac- 


‘quiring information. Final consumers are often the ` 


best monitors of service quality. Consumer feedback 
can be employed directly to motivate suppliers to 
provide high-quality service. For example, returns 
for suppliers can be linked to consumer ratings of 
| performance. Initial steps have been taken in Banga- 


lore, India, toward creating an information Базе rel- . 
^^ evant for consumer z awareness and decisionmaking 
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— pointers on consumer M RR In reg- 
_ulation are available from industrial countries. The 


· United Kingdom has ten consumer commissions, ЊЕ 


‚ one for each of the ten water service jurisdictions. 
Each is headed by a commissioner who reports to 


= — == ےہ‎ r 


"the Office of Water Services : on ‘the needs and the 


m - k = pp" 


m „concerns of | ‘consumers, ‘including the: results of for- 
— mal surveys and public meetings. In France; where 
water services are controlled through.local munici- 
pal councils with consumer representatives, private 
providers consider good consumer relations essen- 
tial for maintaining their standing with the munici- 


pal authorities. 
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Conclusion | 


The past decade marks a watershed. Boldly innova- 
tive measures have been taken to pry open mono- 
Шіс “infrastructure sectors. Competition and 
“unbundling of diverse activities are spreading. Tech- 
nological change (as in telecommunications and 


Box 311 Participation as regulation: 
an initial step in Bangalor= 


A serious handicap facing the individual consumer 
dealing with a public utility is the lack of knowl- 
edge of the “rules of the game” and the right to ser- 
vice. Expectations are often low 2nd incentives for 
collective action are often limite 
A random sample of 800 h. aids in the in- 
dustrial aty of Bangalore, India, u.znlighted dissat- 
isfaction with the quality of service supplied by the · 
telephone, electricity, and water utilities. Only 9. 
percent of those sampled were satisfied with their 
telephone service. Even fewer people were satisfied | 
with electricity and water services. Problems cited _ 
included supply shortages, excess billing, inability | 
to get errors corrected, and a general lack of com- | 
munication with the service agency. ; 
` The conclusions of a broader studv of quality of ` 
- service were clear: more competition and better in- `.- 
- formation are needed. The two groups of agencies · 
_.-that performed relatively well in consumer assess- . 
ment—banks and hospitals—operate i ina mela. 
tively competitive environment. : 
` Another conclusion was that consumer “voice,” ` 
` mobilized through groups such as residents” associ- 
ations, can be an important force in sectoral reform : | 
and reorganization. These associations can provide - 
‚ Critical monitoring and feedback to minimize - 
. abuses and hold public officials accountable. Well- | 
publicized intercity comparisons of service quality . 
| | would create an information base on which c con” 
S Routen epg arde t 


“sumer associations could act ^7 7: 7. Du ИИИ 
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electric power generation) has much to do with 
these innovations. But more fundamental forces аге | 


at work, making the new initiatives relevant to sec- 
tors as diverse as surface transportation, waste treat- 


ment and management, and drinking water supply... 
The weight of evidence is that competition in or 
for a market for services is generally more effective. 
in responding to consumer demands than are 


mechanisms for making public enterprises more 
accountable. We stand on the cusp of change. 
Familiar practices are disappearing, but in their 
place are unprecedented opportunities for produc- 
tivity growth and emergence of new products and 
services. 
The diffusion of novel ideas such as sector un- 
bundling, competitive entry, and incentive regula- 
tions from industrial to developing countries has oc- 
curred at a remarkable’ speed. Some developing 
counties have in fact led the move toward more 
market-based provision of infrastructure, as in pri- 
vatization of utilities. Continuation along this path 
will bring further.dividends. In particular, develop- 
ing countries need to place greater reliance on new 
entry and on competition to encourage investment 
and efficiency and to mobilize the skills necessary to 
achieve social goals. As the evidence presented in 


= и = a" 


this chapter shows, where regulatory barriers base | | 8 


been lowered, even limited new entry or the credi- 


ble threat of competition has led to lower prices and 

substantial cost reductions. PE E E au 
. Tailoring contracts to attract specific investments ` <- 
has been the most common means used to balance ^. 


` 483 


the public interest and private initiative. Contracts ^ i 


have been not only a regulatory instrument, but also | 


an essential mechanism for risksharing and hence 
for financing private projects (Chapter 5). But ex- 
Pecting individual contracts to bear the continuing 


` burden of policy formulation and regulation, al- 
though attractive in the short term, raises the possi- - 


bility of misuse because consistency and trans- 


parency in contract terms are not always easy to 


ensure. : | 
In the long run, what is needed is a statutory reg- 
ulatory system that clearly defines the rules of the 
game in each sector and openly enforces them. Al- 
though the possibility of abuse cannot be elimi- 
nated, it can be minimized through a system of 
checks and balances that reinforces the incentives 


for all parties to act in a manner consistent with the 


social good. Using consumer feedback in innovative 
ways in the regulatory process should be an impor- 
tant priority for regulators. 
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firm with big interests in gas, which also see 
competition as a chance to make money. 
This coalition not only trumpets the 


Я benefits of competition (which include, ac- 
@ cording to one estimate, а fall in the aver- 


age electricity bill of anything from 15% to 


= 43%). It also warns states that electricity- 


b | š guzzling industries might move elsewhere 





Chopping up America's power 


WASHINGTON, ОС 


THE average American finds the subject 

of electricity deregulation intensely 
boring—and therein lies a story. In Wash- 
ington and the state capitals alike, politi- 
cians are pondering one of the biggest in- 
dustrial restructurings the country has ever 
seen. A number of proposed electricity bills 
are before Congress, and several states are 
debating whether to follow the example of 
California, Rhode Island and Pennsyiva- 
nia in enacting electricity competition 
laws unilaterally. Big business, as highly 


` charged as the matter in hand, is lobbying 


convulsively. Yet consumers snooze. 

On the face of it, there is little to lobby 
about. Most pressure groups appear to 
agree that competition in the $200 billion- 
a-year electricity market, hitherto served by 
aseries of local monopolies, is a good thing. 
But billions of dollars hinge on the precise 
form and timing of that competition. 
Moreover, with both Republicans and 
Democrats split on these details, and with 
the administration yet to spell out its own 
position, lobbyists have an even better 
chance than usual of getting their way. 

The electricity business is made up of 
four main functions: generation, transmis- 
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sion (of high-voltage electricity along a 
grid) distribution (of lower-voltage electric- 
ity in a local area) and sales to individual 
customers. There is already some compe- 
tition in generation; last year the Редега! 
Energy Regulatory Commission (FERC), the 
main federal agency regulating the busi- 
ness, made the utilities give generating 
firms fair access to their power lines so that 
they might sell on their electricity to other 
utilities and wholesalers. The more full- 
blooded form of competition now under 
discussion would let individual consum- 
ers choose between competing suppliers. 
The дебате is monopolised by two 
broad and opposing coalitions, one push- 
ing for the rapid introduction of compe- 
tition, the other arguing for a slower phase- 
in and cushier (some would say outrag- 
eous) terms for the established players. The 
first coalition comprises a collection of big 
industrial consumers of electricity, such as 
car and chemicals firms, which are eager 
for lower rates; a handful of the established 
electric utilities, such as Indianapolis 


. Power & Light, which reckon they would 


thrive under competition; and various en- 
ergy firms, such as Enron, a Houston-based 


if rates do not fall. 
But the second coalition arguably has 


“even more clout. At its core is the Edison 


Electric Institute (Ек), the lobby group 


representing the investor-owned utilities 


that supply Чи of the country’s 
electricity, most of which fear that compe- 
tition will lead to plunging profits. (A mes- 
sure of their anxiety is the alacrity with 
which they have been rationalising: 15 
mergers are now under way in the sector, 
all with a view to cutting costs). This coali- 
tion also includes unions, such as the Inter- 
national Brotherhood of Electrical Work- 
ers, whose members’ jobs might disappear, 
and various other sorts of utilities such as 
the rural co-operatives (see box on next 
page) and municipal power companies, 
anxious lest deregulation lead to the unrav- 
elling of the tax-breaks and subsidies they 
now receive. 

The debate over "stranded costs"—the 
most controversial issue in electricity de- 
regulation—gives a clue to the strength of 
the second coalition. Stranded costs are 
those investments made by utilities which 
are expected to become uneconomic when 
competition is introduced and rates begin 
to fall. They include nuclear plants (there 
are now much cheaper ways of generating 
electricity}, and long-term contracts with 
various alternative energy suppliers. 

The ЕЕ! says utilities should be com- 
pensated for these stranded costs; they were 
investments, it argues, undertaken on the 
understanding that they would earn a fair 
return, before there was any talk of compe- 
tition. Without compensation, it says, mil- 
lions of small shareholders will suffer. Yet 
capitalism thrives on the “creative destruc- 
tion” of old plant by newer, more efficient, 
investments, and in most industries firms 
lumbered with redundant investments do 
not get bailed out by the government. 

Nonetheless, many people, including 
the FERC, the Energy Department and уап- 
ous key congressmen, have accepted the ar- 
gument that there should be some sort of 
compensation for stranded costs. So the de- 
bate has moved опто how much the com- 
pensation should be and how it will be 
paid. Estimates of stranded cósts range 
from $10 billion to over $300 billion. In 
California, utilities were recently awarded 
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$28.5 billion in stranded-cost compensa- 
tion—a sum larger than their annual reve- 
nues. Moreover, they will get the money up- 
front, giving them a war chest likely to 
frighten off many firms thinking of enter- 
ing the state's electricity market 

The argument over the timing of com- 
petition—and whether it should be forced 
on states by the federal government—also 
seems to be going the way of the second co- 
alition. The ЕЕ! and its allies argue against 
immediate, federally-mandated compe- 
tition. Some groups in the coalition suggest 
that a federal mandate may be an uncon- 
stitutional interference in state affairs, an 
argument that appeals to Republicans. 


In any case, only a handful of states 


have plans to introduce full-scale compe- 
tition for residential users before 2000 (ai- 
though in some states plans for compe- 
tition for industrial users are more 
advanced) In Washington, Dc, the Senate 
has yet to discuss deregulation in any зеп- 
ous way; even in the House, none of the 
proposed bills has yet emerged from com- 
mittee. ٠ 

. Meanwhile the administrations de- 
regulation bill is wending its way through a 
long inter-agency review. When it is at last 
unveiled, many suspect it will be used pri- 
marily as a vehicle to impose various envi- 
ronmental obligations on utilities, rather 
than 2: а way of introducing competition 


quickly. The administration prides itself 


Cross-country co-operation 


LAS VEGAS 


OME time in 1958, Franklin Roosevelt 


got a vexing power bill for his cottage 
in Warm Springs, Georgia. He had to pay 


| 18cents perkilowatt hour for the cottage's 


electricity, four times what he paid at his 
home in Hyde Park, New York. The bill 
strengthened the president's conviction 
that power companies were gouging rural 
America. As а sult, Roosevelt estab- 
lished the Rura оис Administration 
(REA), which di:; 1sed technical advice 
and low-interest loans to rural communt- 
ties wanting electricity but shunned by 
investor-owned utilities. Today, virtually 
all of America is served at about eight 
cents-péf-kilowatt hour; industrial rates 


are half that much. 


Rural electric co-operatives (RECS) and 
municipal power companies (the non- 


| profit electricity companies owned by a 


city ora state) now have a relatively small 


| slice.of the market: about 20% of the reve 


nue and 25% of the customers. The ques- 


| tion is how far, after deregulation, the gov- 


ernment should continue to support 


them. Investor-owned power utilities. 


have long complained that municipal 
power companies and RECS have a big ad- 
vantage, because they have access to 
cheap money and pay few taxes. RECS 
have $116 billion in outstanding loans 
and enjoy a direct subsidy of $290m a 
year; the average rural co-op user costs the 
government $25 a year. 


RECS, in particular, are a tempting tar- | 


get. They own so% of the wires and poles 
in the country. Rural co-ops stretch out 
over 73% of the land mass, have $60 bil- 
lion in assets and serve 30m people in 46 
states. But according to Lester Thurow, a 
professor of economics at the Massachu- 
setts Institute of Technology and the key- 
note speaker at the National Rural Elec- 
tric Co-operative Association's annual 


meeting in Las Vegas, their competitive 
advantage over private power companies 
has probably gone. . 

The NRECA is a powerful lobby. Over 
the decades it has bitterly fought restruc- 
turing, but it has had to accept cutbacks at 
the hands of budget-slashing Republi- 
cans. In 1993, Congress took away the 
RECS loans at 2% interest and applied 
means-testing to any of the 881 co-oper- 
atives wanting more money. Loans are 
now tied to the municipal tax-free bond 
rate, and co-ops must get 70% of their fi- 
nancing from private sources. Interest 
subsidies for new loans will be $3sm in 
1997, down 77% from 1993. 

Co-ops may get loans from Washing- 
ton, but nothing angers them more than 
being called government entities. They 
are private non-profit corporations 
owned by their ratepayers. А typical REC 
is rural, with 9,000 members, $12m in 


The next dinosaurs? 





on its green credentials, and many environ- 
mentalists have complained that deregula- 
поп may lead to more use of cheap, pollut- 
ing, coal-fired power stations (though it 
might instead encourage more use of re- 
newable power, if consumers are willing to 
pay the extra cost). 

In sum, the ЕЕТ and its allies appear suc- 
cessfully to have slowed the ele 
deregulation to a snails pace, although 
large industrial users have sometimes won 
promises of lower rates for themselves. 
Only one (implausible) event might bring 
about rapid, and real, competition: a sud- 
den surge of interest by the average Ameri- 
can in his electricity bill. 





mile of line. Investor-owned utilities 
serve an average of 35 customers per mile. 
Yet co-ops no longer serve fam эу 
the country-music town of Branson, Mis- | 
souri, and the ski area of Vail, Colorado, 
are also powered by co-op electricity. 

* When co-ops flop, the government 
bails them out: another reason investor- | 
owned companies dislike them. In the en- 
ergy crisis of the 19705, many RECS in- 
vested in nuclear power and huge coal- 
burning generators. As nuclear costs 
soared and coal plants delivered too 
much power at reduced prices, see co- | 
ops collapsed, with bigdebts.This den | 
lingers; three-quarters of REC ave | 
higher rates than their competitors. That 
is why they аге so fearful ofderegulation. | 

At Las Vegas, Mr Thurow urged RECS | 
to look towards another employee- 
owned co-operative that is thriving in a 
competitive market: United Parcel Ser- 
vice. But unless RECS can set the standard 
for delivering electricity, he warned them, | 
“you won't be around long.” 
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| Electricity in Europe | 
It'll be a shock 


BERLIM 


FFICIALLY, the countries of the Euro- 
pean Union may have a single таг- 
ket. But in the electricity business the differ- 
ences between countries could scarcely be 
starker. In Britain this week politicians and 
regulators agonised over whether to allow 
two American firms, Public Service Com- 
pany of Colorado and American Electric 
Power, to buy Yorkshire Electricity Group 
for $2.5 billion. If the deal goes ahead, York- 
shire will be the seventh British utility to 
have been snapped up by American buyers 
since the industry was privatised in 1990. 

In Germany, on the face of it, matters 
could hardly be more different. Although it 
has 950 electricity companies, competition 
is negligible. Although these companies 
range from mighty conglomerates to power 
stations serving a singletown, most ofthem 
enjoy local monopolies and many are in 
public hands. But even in Germany change 
is coming. A wind of deregulation is blow- 
ing in from Brussels and Bonn, and pénun- 
ous municipal governments are realising 
that their power stations, the Stadtwerke, 
are worth hard cash. 

At present, the German electricity in- 
dustry is bedevilled by political interfer- 
ence. Electricity bills include indirect subsi- 
dies for things like lignite mines and 
windmills. Consumers with good connec- 
tions (the political kind, that is) get their 
power cheap, at the expense of the less fa- 
voured: "Bakers are subsidising municipal 
swimming pools" complains Ulrich 
Hartmann, head of vesa, which owns Ger- 
many's second-biggest electricity company, 
PreussenElektra. Big industrial customers 
have forced down prices, although VIK, а 


lobbying group, grumbles that rates are still 
30% higher than in other countries. 

The lack of competition has made elec- 
tricity companies stodgy. They offer little 
choice of tariff or service, such as special 
deals to encourage the use of off-peak elec- 
tricity. Engineering and maintenance are 
often gold-plated (replacing components at 
fixed intervals, for ехатрје, regardless of 
need). Local bureaucrats frequently deco- 
rate the upper tiers of the Stadtwerke with 
political cronies. Manning is generous at 
lower levels, too. 

Now, cash-starved local governments 
are selling their stakes. That will reduce 
some of the political meddling. More im- 
portant, it will create generating businesses 
of a more efficient size. Already Preussen- 
Elektra has bought 25% of the Bremen 
Stadtwerk, while Bayernwerk, from Ba- 
varia, has snapped up stakes in electricity 
utilities in neighbouring Thuringia. Stakes 
in the Berlin and Hamburg Stadtwerke will 
be sold later this year. 

Consolidation will accelerate when the 
German government's planned law оп the 
electricity industry, now bogged down in 
the upper house of parliament, is eventu- 
ally passed. It will abolish the system of lo- 
cal monopolies and thus dim the lights at 
the smallest and least efficient Stadtwerke 
as they are bought by bigger rivals. 

A third force for change is the European 
Union. A new EU guideline on electricity 
liberalisation came into effect at the start of 
this year. The guideline requires 23% of the 
market to be opened to competition by 
1999, rising to 33% by 2003. That means 
more industrial consumers will be able to 


buy their power б 
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ELECTRICITY 
E 


Power Business 


Ihe bloated, 120-year-old 


electric power industry isn't 


NOSHIVHOY "T BVH 





just being deregulated—it's 


being revolutionized. The im- 


pri Ранее 


pact on business will be huge. 


BY BRIAN O'REILLY 


da. ава PAR 
& L ни | | ALES | aat EE. 


t seems 50 incrediblv obvious you want to slap 

vour forehead for being so obtuse all these 

years. Electric power costs a bundle in places 

like New York and Caiifornia but barely а 

third as much in out-of-the-way states like 
Idaho. West Virginia, and Kentucky. Why not 
take all that cheap power the West Virginians 
aren t using and ship it to Manhattan, Chicago, or 
San Francisco? 

That, vastly oversimplified, is the idea behind 
the move to deregulate the electric power indus- 
trv: IÍ your power company is charging too much 
for electricity, why should you be forced to accept 
it? Why can't you shop around? Why can't a 
power company from Pocatello knock on your 
door and offer a bargain kilowatt or two? 

It’s coming. There will be far more competi- 
üon in the electric power business. It is reason- 
able to expect that deregulation will cause the 
nation's 5212 billion-a-year electric bill to drop 
by 20% to 30% or more in the next five to ten 
years. But not before a vast tangle of technical, 
economic. and political problems gets solved. 
ШЕЛ e If it works, and it should, the consequences will 
и. ВЯ be enormous. “Electric power is the biggest 

ECHTE ен American industry ever to be deregulated,” says 
Kenneth Lay, chief executive of Enron, a big, ag- 
gressive gas and electricity marketer that has led 
the drive tor deregulation. “It’s about twice the 
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size of the long-distance telephone busi- 
ness and dwarts the gas, airline, trucking, 
and railroad industries, which were all once 
regulated." The average homeowner, who 
uses about $850 worth of power a year, 
won't be financing ` 
trips to Bermuda 





out soon enough. Regulators in Califor- 
nia defied the Cassandras and declared 
that everybody can buy power from any- 
body, starting next January. Already ад- 
vance men from all over the country have 

descended on the 

state. None seem 


with the impending One of the most particularly worried 
savings. But the po- | they'll be stuck in 
tential savings for infu riating elevators. 

business are huge: 5 If anything, the 
Electricity can ac- = practices of electric business will 





count for more than 
15% of operating 
costs for a big com- 
pany such as Chev- 
ron, which spends 


most utilities 
has been their 


run better than be- 
fore, says Michael 
Peevey, former pres- 
ident of Southern 
California Edison, 


about $250 million a failure to econ- = опе of the biggest 
year for power in the i utilities in the coun- 
U.S. Lay notes that omize. Why try. Under the exist- 


industrial and com- 
mercial companies 
consume about 60% 
of all power sold. 
“The billions they stand то save will boost 
corporate profits and make American 
companies more competitive internation- 
ally,” he says. (The upheaval in this once- 
staid industry will hit investors too: 





Owning utility stocks isn't just a matter of 


waiting for dividend checks anymore. For a 
look at how electricitv deregulation affects 
the market, see Personal Fortune.) 

All this is small comfort for the big, of- 
ten bloated electric utilities, which have 
lived a long, comfortable existence as reg- 
ulated monopolies. Already the prospect 
of deregulation is prompting much moan- 
ing and groaning, and with good reason: 
Deregulation will force many utilities to 
become far smaller. They will have to sell 
off some or all of their brawniest assets— 
those massive generating plants—and 
make a living mostly by operating the 
wires that run to homes and factories. 


BUT WHAT ABOUT GRANNY? 


Naturally, utilities are piously declaring 
that they relish the bracing winds of com- 
petition. But with barely a pause, they 
urge caution, hinting darkly at the havoc 
any rapid move will bring to this compli- 
cated, delicate industrv: grandmothers 
stuck in elevators, hucksters who won't de- 
liver the juice you need on a hot night, 
novice power plant owners frying trans- 
mission lines as they greedily try to ship 
power to places that can't handle the load. 

If the electric power industry is doomed 
to collapse in a shower of sparks, we'll find 
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should they? 


ing scheme, electric 
companies go virtu- 
ally unpunished for 
power failures, Pee- 
vey says, so power outages are far from 
rare. But Peevey noticed that when a Cal 
Edison subsidiary built and operated 
power plants for private customers and was 
penalized for down time, the plants ran 
smoothly 95% to 97% of the time—con- 
siderably better than Cal's regulated plants. 
"That's when I began to have creeping 
doubts about the wisdom of regulation, ` 
says Peevey. “I was like a fallen Catholic. I 
no longer believed." He quit 

and now runs New Energy \ 
Ventures in Los Angeles, 
which plans to help compa- 
nies buy inexpensive power. 


A QUIRKY INDUSTRY 
—REALLY 


Not that anybody really 
knows how all this deregula- 
tion will work out. For all its 
apparent blandness, this 1s, 
believe it or not, a varied, 
quirky industry. Unlike the 
old Ma Bell, which seemed to 
spawn seven clones of itself at 
breakup time in 1984, each of 
the nation's 198 investor- 
owned utilities seems mark- 
edly different from the others 
in operations, culture, odd- 
ball problems, and long-range financial 
prospects. 

How different? Ohio-based American 
Electric Power runs gigantic power plants 
right near coal mines in Ohio, West Vir- 


Kenneth Lay, CEO of Enron, has led the ` ght for deregulation. 


ginia, and Kentucky, w th boilers so vast 
they can fit the Statue of Liberty inside. 
Consolidated Edison іп New York City 
has to run almost al! its wires under- 
ground, at a cost eight limes greater than 
stringing them on poles. Cinergy, an ag- 
gressive midsized utili іп Cincinnati, is 
determined to be one of the five biggest 
energy traders in the country. 

It's hard to say which private utilities 
will thrive. Each state will devise most of 
the rules governing the eregulation—and 
the fate—of its own utilities. [n most 
states, though, regulators have barely be- 
gun to tackle deregula! on. (The 3,000 or 
so electric cooperative: and government- 
owned utilities will b affected by the 
changes sweeping the industry, but they're 
exempt from deregulat on.) 

So in the absence of апу simple declar- 
ations about the electric power business, 
herewith a guided tou: of the problems, 
issues, and peculiarities of this soon-to- 
be-transformed industry. 


LET'S REDECORATE! | 
One of the infuriating practices of most 
utilities has been their failure to econo- 
mize. Why should thev? Regulators rou- 
tinely allowed them to -arn a fixed rate of 
return on their assets. The result was a 
perversity known as “asset-based man- 
agement.” The more money a utility spent 





= # 


adding generators and other assets to its 
local power system, the more money the 
company made. Thus. for instance, cost 
overruns on nuke pl.nts didn't cause 
too many sleepless nir ats for executives. 
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Power runs this huge, 1,300- 


says overruns on Cal Ed- 
lants *doubled our assets 
r earnings." (As the CEO 
wer & Light, Erroll B. Da- 
1arked, "This is the only 
world where you can in- 
fits by redecorating your 
old plating should stop as 
ats up in the industry, par- 
snerating equipment. 
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Sorting out which costs were trulv waste- 
ful and how to pay for the rest is a major hot 
potato for state legislators and regulators 
and will probably delay the full effect of de- 
regulation for years. Rather than label these 
costs "the tab for our boneheaded over- 
building," utility execs conjured up the 
academic-sounding term "stranded costs." 
They tend to blame 1970s-era federal policy- 
makers, who encouraged nuke plants after 
the Arab oil embargo. 
The  bonehead/ | 
stranded stakes are 
huge. Early estimates 
of the write-downs 
utilities will have to 
take when competi- 
tion makes many of 
their assets and supply 
contracts uneconomic 
range from $100 bil- 
lion to $400 billion. In 
August. California- 
based Pacific Gas & .* 
Electric surprised 
many observers by 
paying above book 
value for a handful of 
generating plants sold 
bv a New England 
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The Price 
Of Power 


Average price 

per kilowatt-hour 
in the 0.5. 
1992 dollars 


p cheap power all the way to New York City. 
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utility. But that high price may be an anom- 
aly: Problems at nearby power plants have 
caused a power shortage in New England, 
driving up the price PG&E can charge 
when it sells power to other utilities in the 
area. It's still not clear who'll pay what for 
old power plants as they come on the mar- 
ket, but Kit Konolige, an analyst at Morgan 
Stanley, says power generation assets may 
concentrate among a few huge companies. 


| Le VISIBLE, 


CLUMSY HAND 


This won t come as 
a surprise, but in the 
past utility regulators 
occasionallv goofed 
bistime. About 20 
years ago federal 
regulators mandated 
that certain kinds of 
new, private, unregu- 
lated generating com- 
panies (known as 
nonutility generators, 
or “NUGs”) could 
sell their power to 
utilities. New York 
regulators foolishly 
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declared that its utilities had to accept 
power from anyone who charged 6 cents 
or less. Scores of sharpies quickly calcu- 
lated they could make power for far less, 
and forced 20- and 40-year supply con- 
tracts on New York utilities. 

Now, with power sometimes available 
on spot markets for just 2 cents, power 
companies are screaming bloody murder. 
Con Ed in New York says the contracts 
are costing customers $550 million a year. 
Niagara Mohawk, an upstate power com- 
pany, says the contracts nearly pushed it 
into bankruptcy. Before competition can 
begin in New York, utilities argue, they 
must be relieved of their overpriced con- 
tracts. As with uneconomic power plants, 
New Yorkers will be'asked to pay up, prob- 
ably through state-issued bonds; rate pay- 
ers in California and other states can ex- 
pect the same. It will cost billions. 


REGULATION WAS OKAY ... 
ONCE 


Regulating utilities wasn't always a 
dumb idea. By the late 1920s, 50 years af- 
ter Edison invented the light bulb, the 
industry was a mess. Three big holding 
companies controlled half the power 
made in the U.S., and another 13 com- 
panies held an additional 25% market 
share. Often they were byzantine in com- 
plexity and dubious in ethics: Subsidiar- 
les paid huge management fees to their 
parents, asset values were inflated by 
sales from one subsidiary to another, and 
companies often issued worthless stock. 
Many collapsed in the 1929 stock market 
crash. In 1935 Roosevelt stepped in, 
breaking up the multistate holding com- 
panies, limiting power companies to 
compact, contiguous service areas, and 
preventing unregulated companies from 
selling power. Hit by both the Depres- 
sion and more effective regulation, aver- 
age power prices, which peaked at 32 
cents per kilowatt in 1932 (in 1992 dol- 
lars), declined steadily for more than 40 
years before rising again. 


A MARKET EXPLODES 


Even now, if vou think your local utility 
is charging too much for power, you have 
no choice but to pay for it. By law, nobody 
else 1s allowed to sell power to you. Frus- 
trating, eh? 

Utilities themselves had a similar prob- 
lem. When utilities can't or don't want to 
generate all the power their customers 
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need, they often buy 
surplus power from 
other utilities. Prob- 
lem was, the neighbor- 
ing power company 
didn't have to sell. It 
didn't even have to 
transport power from 
a faraway utility if it 
didn't want to. So if a 
utility in, say, Tennes- 
see, offered cheap 
electricity to a power- 
hungry utility in Flor- 
ida, and asked a utility 
in Georgia to trans- 
port the electricity, 
the Georgia utility 
could refuse— and of- 
fer Florida its own, 
more expensive juice 
instead. All that began 
to change in 1992, 
when Congress or- 
dered privately owned 
utilities to allow 
"wheeling," or transporting power from 
one utility to another across a third's trans- 
mission system, if it had enough capacity. 

And the market for wheeled power ex- 
ploded. There is an oversupply of generat- 


ing capacity in much of the country, but 


the complexity of shutting down and start- 
ing up а power plant means that many 
have to run constantly, even if customers 
are few. Therefore, lots of power gets 
dumped on the market for far less than 
the average cost of production. 

Experienced commodity traders, nota- 
bly Houston-based Enron, jumped into 
the act. Enron, formerly a regulated gas 
pipeline company, made a fortune when 
the pipeline industry was deregulated in 
the early 1980s. Because many big gas 
buyers are electric companies purchasing 
generator fuel, Enron already knew the 
players and the market. 

Now Enron traders are on the phone 
24 hours a day, calling up power plant 
operators to see who needs power, who's 
selling it, which transmission lines are at 
capacity. They can slice a gigawatt of 
power into pieces and sell the parts faster 
than an Omaha hog butcher. A utility 
needs a steady 50 megawatts per hour all 
day tomorrow? Sold. Need 400 mega- 
watts of reserve capacity in case a gener- 
ator goes down next week? Got it. АП 
kinds of companies have joined the 
fray—utilities, Wall Street firms (see 


box)— but utility executives seem to be 





More than 600,000 miles of high-voltage transmission lines criss- 
cross the U.S. These carry cheap power from Oregon to California. 
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in particular awe of Enron, which now 
buys and sells more power than anybody. 


TECHNICAL DIFFICULTIES 


On a map i! look: so straightforward. 
The cheap power is made over here, in 
coal country; the big city over there is pay- 
ing a fortune for its power. Can't they send 
a bunch of econo-gig^watts from the Mid- 
west to New York? Yes, but not easily. 
Electric utilities all over the country are 
interconnectec. Ala: for would-be mar- 
keters, this interconnectivity was designed 
as a way to back up neighboring utilities 
during emergencies, пої as a way to move 
power easily over lon» distances. Electric- 
ity can’t be routed to a particular place 
like a phone call, anc a.lot of power gets 
wasted as heat when t’s transmitted over 
long distances. As a result, a lot of the an- 
ticipated price competition among gener- 
ators won't develop until delivering power 
gets easier. 

Think of all those big overhead trans- 
mission lines as a we) of interconnected 
lakes and canals, no: as a switched tele- 
phone network. Dump enough extra water 
in vour lake, and eventually water levels 
rise for everybody. U:ually. 

Say Cinerey, in Cincinnati, agrees to sell 
extra power to the New York Power Pool 
(a confederation of interconnected utili- 
ties), which sees a heat wave coming. Cin- 
ergy starts making more power than its 
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own customers пе 
surplus power 
Power & Light's 1 


son's, then over 


through the Penn 
Power Pool's wire 
reality, however, tl 
wherever it want: 
of least resistance 
neighbor's already 
to overheat, and | 
ble by the neighb 
tors and reroute 
Cinergy's surplus 
lines owned by 
Electric Power (А 
toward Pennsylv: 
Virginia. The рес 
displeased. Unde 
intended), Dayt« 
other utilities will 
the load, even 
through АЕР. *I 
says E. Linn Drai 
This is not a 
many utilities wil 
plants and make 


ЕЕ 


:d. Ог paper, Cinergy's 


travels through Dayton 


ires, then on Ohio Edi- 
Ducuesne Light's, 
Jersey Maryland (PJM) 
, and into New York. In 
> power flows willy-nilly 
—usuzlly over the path 
(but Sometimes on to a 
full wires, causing them 
rompt ng a mad scram- 
r to shut down genera- 
омег). Often, most of 
Power wanders into the 
eighboring American 
=P), whose turf extends 
nia, eastern Ohio, and 
Хе at AEP, however, are 

current rules (no pun 
n Power and all those 
:ollecta fee for carrying 


trough most of it goes 


за pain in the neck,” 
er Jr., AEP’s CEO. 

rivial problem. Since 
have 12 sell their power 
noney operating power 


lines, how will they be able to charge for 
wheeling а neighbor's power? Can they 


charge extra at times of peak demand? 
No final decisions have been made. 


$32 MILLION PER MILE 

If you think driving in New York City is 
tough, try delivering electrons there. Ge- 
ography, history, and politics have made 
the place a power wheeler’s nightmare. It 
sits at the bottom of funnel-shaped New 
York State, and all the upstate and out-of- 
state transmission lines that could bring 
cheap power must go underground at 
Yonkers, just north of the city, or run 
through tunnels under the Hudson and 
other rivers. So even if there are gigawatts 
of cheap power available elsewhere, little 
of it can make its way into the city. Оп а 
hot day, Con Edison needs 11,000 mega- 
watts of power but can import only 4,500 
and must generate the rest in the city. 

That helps keep residential prices in New 
York City, now 16.2 cents per kilowatt, the 
second highest in the continental U.S., af- 
ter nuke-beleaguered Long Island. Con 
Ed, like utilities in many big cities, can't 
burn cheap coal for environmental reasons 
and must use natural gas or low-sulfur oil. 
[n addition, its generators are inefficient, 


and it pays a ton in state and city taxes. 
Why not just build more transmission lines? 
“It’s easier to get permission to build a new 
generating plant than a new transmission 
line," says Jack Feinstein, a Con Ed vice 
president. Cheaper too: Running a new 
345,000-volt power line underground from 
Yonkers to midtown Manhattan would cost 
5650 million, Feinstein says. 

California has similar problems. Nearby 
statés produce vast amounts of cheap 
power, but California has only two major 
links with outsiders: a tangle of wires com- 
ing down from Oregon and another link 
that runs from Arizona toward L.A. Only 
12,000 of the 40,000 megawatts California 
needs during peak demand can come from 
out-of-state generators. 


CALIFORNIA DIVES IN 


On Jan. 1, Californians will be able to 
buy power from anybody who offers it. 
That puts California way ahead of almost 
all other states, which have, at best, al- 
lowed a few trial programs. But getting 
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California utilities to sign on to the plan š 
and drop threats of lawsuits required ро- * 


litical horse-trading that exacted a high 


The volume of power that utilities sell to one another has boomed. At LG&E in Louisville, traders buy cheap power on the spot market. 
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Need Electricity? Call Your Broker 


Electricity is turning into a commodity, bought and sold like any other. 


Soon you'll have [015 of places to buy your power. 


TRADERS SWIVEL IN THEIR CHAIRS, EYEING THE PHONES 
and the flashing computer screens. Second by second, they 
monitor commodity prices and weather conditions across the 
country. Tension runs high: A slight delay could cost millions. 
Sounds just like .:. Louisville? Here on the trading floor of the 
local utility LG&E (Louisville Gas & Electric), they're not 
swapping stocks and bonds; they're swapping electricity. 

The deregulation of the electric utility business isn't merely 
uprooting ancient monopolies—it's also creating a whole new 
industry: “power marketing,” the buying and selling of elec- 
tricity on the open market. In fact, this already huge, rapidly 
developing business may become the biggest commodity mar- 
ket in the country. Scott Spiewak of the Power Marketing As- 
sociation (yes, there's alreadv an industry association). says 
about $50 billion of power is changing hands on trading floors. 
Within five vears. he predicts, power marketing will be а 52 
trillion business. What's especially impressive is that this is an 
industry that didn’t exist a few vears ago. Only in 1992 was the 
wholesale market (i.e., sales of electricity from one utility to 
another) opened to competition: the biggest part of the busi- 
ness—selling electricitv to businesses and homeowners— 
hasn't even been deregulated vet. In the first half of 1997, al- 
most 380 million megawatt-hours were traded, six times the 
amount traded during the same period in 1996. 

As weird as it sounds, trading electricity isn't much differ- 
ent from trading soybeans, oil, or pork bellies. There are 
electricity options and futures contracts, for example. As with 
traditional commodity markets, electricity traders try to lock 
in prices or speculate on price volatility. 

One significant difference from more conventional mar- 
kets, however, is that there's no real way to store electricitv— 
and that helps make electricitv trading a volatile business. And 
if weather sweeps in or a plant goes down unexpectedly. an im- 
mediate shortage may result. Because of these sudden, dra- 
matic imbalances in supply and demand, the price of power 
can soar from $20 to $150 per megawatt-hour almost instantly. 
Tim O'Neill, a managing director at Goldman Sachs, says that 
in a fully deregulated market, electricity prices may be more 
than twice as volatile as the stock market, making electricity 
the most volatile commodity in existence. 

Even though power marketing is still new, it's already trans- 
forming the famously stodgy utility culture. Utilities used to 
do business much like kindergartners—they shared. Now they 
find themselves wheeling, dealing, and generally acting like 
competitive businesses. 

The biggest culture shock facing utilities has come in the 
form of a whole new set of big, mean players: Wall Street in- 


BY BETHANY McLEAN 


stitutions. Commodity trading is Wall Street's turf, after all. 
and electricity is too rich an opportunity to ignore. The biggest 
power marketing deal to date—a supply agreement for Ogle- 
thorpe Power, a cooperative in Georgia—clearly shows that 
the Street has arrived. Last fall Oglethorpe signed a contract 
with utility LG&E; in March 1997 it signed a second contract 
with Morgan Stanley Dean Witter. Each will supply half the 
electricity Oglethorpe's customers consume—worth well over 
$5 billion over the life of the contracts. 

This raises a question: Will people buy electricity from 
fast talkers in very 
expensive clothing? 
Customers have to 
believe their supplier 
will deliver those 
electrons everv dav. 
which would seem to 
give an edge to util- 
ities. Morgan Stan- 
ley traders certainly 
can't run power 
plants. "Power plants 
give them the wil- 
lies—misht get their 
suits all dirty.” jokes 
Robert Hosteld, Og- 
lethorpe Power's 
vice president of 
power marketing. 

Then again. soy- 
bean traders in Chicago arent farmers. Oglethorpe has full 
faith in the electricitv-supply сара Шие$ of Morgan Stanley, 
which won the contract over Enron, the big natural- 
gas company—and arguably the toughest, most sophisti- 
cated power-marketing player of all. Morgan buys and sells 
the equivalent of 20° of the world’s energy products every 
day, and its executives have no doubt it can handle this elec- 
tricity deal. 

Whoever comes to dominate this new industry, power mar- 
keting is changing the way people think about electricity. 
There are about 300 companies—old-line utilities, gas com- 
panies like Enron. investment banks, and others—battling for 
a share of this business. Soon many bf them will be coming at- 
ter consumers 100. Imagine dialing your Morgan Stanley 
Dean Witter branch and charging your electricity supply for 
the month to vour Discover card. Your broker, your power 
company. How's that for change? 
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THE 20 STATES WITH THE CHEAPEST—AND COSTLIEST—POWER 3 ifornia’s three big util 
| = ities must sell and buy 

[C] LOWEST rates per kilowatt-hour in 1996 — [ ] HIGHEST rates per kilowatt-hour in 1996 = all their electricity 

| New Hampshire 11.22 — through the PX. 

| Vermont 3.3 | Let’s say that a 

Washington 4.2¢ —— Montana 4.8¢ = ا‎ E | | | сотрапу we'll call 
idaho 4.0¢ Wyoming 4.44 ^ Cheapo Electric of- 
Oregon 4.8¢ — hb se. | A Pp — Mass. 10.06 fers and sells ten mez- 










California 9.56 | 
Hawai 12.12 : 
Alaska 10.0¢ x 4 


price: direct, produter-to-user price 
competition will be t ed for years. 

Here's what's happening in California. 
First, to make sure the state's utilities 
don't overwhelm woulc-be competitors on 
the generation side of the business, regu- 
lators have pushed the utilities to sell off 
their gas-fired generating plants. Califor- 
nia also rolled back rates the big private 
utilities can charge hcmeowners to what 
they were in June 1996. At about a dime, 
that's better than the 12 to 13 cents Cali- 
fornians had been paying, so complaints 
are few. Lower rate freezes apply for com- 
mercial and industrial customers. 

Are the utilities screaming? No, be- 
cause regulators also devised a process to 
help them recover|losses on those 
"stranded," or devaluzd-by-competition, 
assets. Their costs will drop sharply in the 
next few years. Rememiber that California 
utilities, like others elsewhere, were forced 
to sign contracts for overpriced power gen- 
erated by independent producers; many of 
these contracts were already due to expire 
in the next few years. If, as expenses drop, 
it then costs the utilities, say, only 7 cents 
to deliver a kilowatt, they get to pocket 
the 5 cents and use 1! to write off their 
overpriced, stranded assets. They have 
four years to make, buy, and deliver power 
as cheaply as possible| In 2002, the fixed 
price disappears, and California's big 
three utilities— Southern California Edi- 
son, Pacific Gas & Electric, and San Diego 
Gas & Electric—will nave a harder time 
recovering any remaining stranded costs. 
(Some version of Cajifornia's plan will 
probably be adopted in other states.) 

“Whoa,” a California resident might say, 
“now that [ can buy from anybody, why 
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Wisconsin 5.36 dori 

West Virginia 5.24 | 

Kentucky 3.74 
Tennessee 5.20 | 





can't I buy some of that 2.5-cent power, in- 
stead of the 10-cent stuff from SCE or 
PG&E?" Simple. That 2.5-cent or so cost of 
generating power is only about a quarter of 
your total bill. The rest is pretty well fixed. 
The new laws say California homeowners 
will still have to pay their utility for: trans- 
mission (0.7 cents), the wires and poles dis- 
tributing electricity to your house (2.4 
cents), and state-mandated help for the 
poor (0.1 cents). Billing and other services 
typically add another 0.4 cents. And every- 
body will have to pay 
an additional 3 to 4 
cents to help the 










p> — Rhoda 55. 10.56 





Negotiating 


ама 5 Of power at a 
penny per Kilowatt for 
7 A.M. the following 
day. But for 8 4.«., de- 
mand is expected to 
rise to 15 megawatts. 
Cheapo won't be able 


—Canneciicut 10.3¢ 
Чеп Jersey 10.5¢ 


to provide enough · 
опе-реппу power to: 


2 


meet all demand, but . 


Outtastate Heat & ` 
Light offers the addi- ; 


tional five megawatts at the next lowest 
price: 2 cents. Under the PX rules, both 
Cheapo and Outtastate get paid 2 cents 
for that hour of power, even though one of- 
tered power at a lower price. 

By 3 P.M., with hot winds blowing in off 
the desert, California will need all the power 
it can find, and the out-of-state transmis- 
sion lines are full. So ElectroGouge Illumi- 
nating, a startup that bought old, inefficient 
power plants when the California utilities 
auctioned them off, offers $1.50 per kilo- 
watt. If the PX pays 
ElectroGouge $1.50 
per kilowatt for that 


power companies Ја 4 ! - last bit of power, 
pay off their strand- g s megawatts with everybody else, even 
ed costs. | mi is Cheapo, will get 
Па ; : 709 eyed paid $1.50. So in 
| WF trader wont one day, exchange 
CALIFORNIA (4! 2 prices have fluctu- 
AUCTION Bat . ђе much fun ated between $0.01 
Even if you wanted „ср | and $1.50. 
to, you might not ђе for the average 
find cheaper elec- ЖЧ № 
tricity. Under the С е COrporate LOWBALLERS 
new rules in Califor- ен facilities FRUSTRATED 
nia, that power com- SU The Power Ex- 
pany in Utah with бы manager. change is not great 
cheap electricity has i news for Enron, Pa- 
no incentive to sell it 


to you at a bargain. More likely, those in 
Utah will get a better price by selling it to 
the soon-to-be-created California Power 
Exchange (PX), a nonprofit clearing- 
house mandated by state officials. 

Here's how it will work. Every day. the 
PX will take bids on the power it will need 
for each hour of the following day, and take 
the cheapest power offered. Anvbodv can 
buy or sell on the exchange. However, Cal- 


cifiCorp, and other 
big power providers that hoped to come to 
California, offer cheap out-of-state power, 
and develop a cozy relationship with big 
industrial customers. Indeed, the PX is 
another inconvenient product of politics. a 
stopgap measure to help utilities cover 
stranded costs. "It will not be easv for a 
customer to beat the PX price," says Alex 
Miller, vice president for California oper- 
ations at PacifiCorp, an Oregon utility 


"= 


cpm 


чн 





ELECTRICITY 


with coal plants in several Western states. 
That's because with Edison and PG&E 
buying from the PX and tacking on the 
same transmission and stranded-cost 
charges as other providers, everybody's 
price will be about the same. 

Lincoln Anderson, the head of Enron's 
operations in California, is rethinking how 
Enron will attack the California electricity 
business. He can't succeed for now, he 
says. by treating retail electricity as a com- 
modity to be sold at the lowest price. In- 
stead, Enron intends to build relationships 
with customers by delivering energy- 
related services. They can, for instance, fi- 
nance and install new heating, cooling, 
and lighting equipment. 

California's retail electricity business 
will change sharply in 2002, though, says 
Anderson. By then prices will move freely. 
The 3- or 4-cent surcharge to help the util- 
ities pay stranded costs will disappear, and 
the PX may be disbanded. With rapidly 
fluctuating prices, he says, Enron will 
flourish. Want a guaranteed flat rate per 
kilowatt for two years? Want one contract 
price for your factorv’s steady electric load, 
and another that limits the top price you'll 
pay per kilowatt during peak periods? En- 
ron, and others, will offer that. 


AlliedSignal's $15,000, refrigerator-sized generator will let small 
companies make their own power and could threaten many utilities. 


y‏ ا ا 
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BE PREPARED 

Negotiating megawatts with a beady- 
eyed Enron trader won’t be much fun for 
the average corporate facilities managers. 
SO get ready now, 
says Catherine Lu- 
thin, a consultant 
whose work includes 
managing Columbia 


=й. 


of data, gathered in 





There is a ne 
threat that will 


low ground is eight times higher than pro- 
viding it on poles, an overwhelming 
portion of every customer's electric bill is 
for distribution—the wires connected to 
your house or of- 
fice. What if you 
decide you don't 
want to pay those 
distribution charges 


a line of small gen- 
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is abe see | Con Edison | — Power tines 

easta years worth Ору] executives | 
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15-minute incre- 
ments.” Most utili- 
ties will collect the information for a 
small fee. Of what use 15 this data? Power 
prices will probably fluctuate wildly, every 
hour, опсе competition starts. You may 
have negotiated a flat fee with Enron for 
up to two megawatts of power a day, but 
could have to pay à fortune for anvthing 
extra you use on a hot August afternoon. 
By studving how and 
when each facilitv 
uses electricitv, a com- 
pany will know how to 
cut power consump- 
tion appropriatelv or 
negotiate favorable 
power-supply con- 
tracts. Several firms 
already sell software 
that helps companies 
analvze their electric- 
ity usage. 


THE MIGHTY 
MICROTURBINE 

If you think the 
utilities get to relax 
once they've sold otf 
their generators, cozy 
in the thought of all 
those billions’ worth 
of power lines run- 
ning down Main 
Street, you re wrong. 
There is a new threat: 
the microturbine. 

In big cities, where 
the cost of providing 
clectricitv on wires be- 
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pooh-pooh it. 


erators, including 
one for $15,000 
that can produce power for 3.5 to 4.3 
cents per kilowatt-hour. It appears to be 
a masterpiece of simplicity: a turbine, 
with one moving part, that emits virtu- 
ally no noise or pollution and can burn 
natural gas. Heat from the exhaust can 
ре used to boil water or warm a building. 
It probably won’t be economical for a 
home, but a Taco Bell stand in Brooklyn, 
say, which probably uses 75 kilowatts an 
hour, could pzy it off in two years, claims 
Tony Prophet, an Allied executive. 
Executives at Con Ed pooh-pooh the 


petenti 
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threat. New York real estate is too valu- ` 


able to waste оп generator space. savs one. 
Apartment dwellers wouldn't want a high- 
pressure gas line running to a rooftop 
generator, scoffs another. Con Ed's coun- 
terpart in Chicago, however, is not so san- 
guine. When the Allied generators are 
mass-produced next year, Commonwealth 
Edison's parent companv will have an 
exclusive franchise to sell them in the ter- 
ritory of all rival utilities in ten neighbor- 
ing states. 

The electricity business hasn't 
changed much over the past 60 years. so 
it isn't surprising that there is still a 
strain of denial among those—certain 
utility officials in New York, say—who'd 
rather see things continue as they were. 
But when a supposedly quiescent, 
fossilized ut|lity like Commonwealth 
Edison contemplates assaulting its neigh- 
bors. it seems inevitable that competi- 
tion will wring every inefficiency from 
this long-protected industry. This is a 
revolution, it’s already begun. and it's 
about time. 5 
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_ Social R egulation: Challenges 
` and Opportunities 


Ma | Robert W. Hahn* 





The њене of: this АССЕ Center for Policy Research conference, Balancing 
Economic -Growth and Environmental Goals," is a timely one. Over the next 
several years there will be a steady stream. of legislation that purports to either 
balance economic growth with environmental goals or create a win-win situation 
for the environment and the economy. You can bet your bottom dollar these claims 
will be overblown. 

Professor Haynes Goddard has ably covered the area of solid waste Inanage- 
ment practices. My remarks focus on the broader picture by examining the overall 
benefits and costs of regulation, particularly "social regulation," which includes 
environmental, health, and safety regulation. I provide an assessment of the 
benefits and costs of federal regulation, with oa for how Congress can 
improve the current situation. | i | 

| 


THE PROBLEM 


Why should we care about regulation? About a year ago 1 was having lunch 
with a-Fortune 100 executive, who was bemoaning the fact that he had to clean 
up a Superfund site. He said that he could immobilize the dirt in that site, so it 
. would-be frozen in time, and the cost would be less than $10 million. But the 
Environmental Protection Agency (ЕРА) wanted him to move the dirt from the 
- site, and that would cost $50 million. Complying with the ЕРА, һе planned to move 
the dirt from Pennsylvania to Utah. 

Let's look at that transaction. Company X spends $50 million and moves dirt 
` from Pennsylvania to Utah. The social benefit is arguably zero in terms of risk 
reduction. My conclusion: transactions like this one did not make Ameri ca great. 

Yet if EPA were to study this transaction, it might до an employment impact 
analysis, such as the one done for the Clean Air Act. Indeed, the agency might 
discover that additional truck drivers were employed in moving the dirt and that 
a small battalion of lawyers had to fill out the paperwork to comply with the 


= Mr. Hahn is a resident scholar at the American Enterprise Institute and an adjunct research fellow. 
Kennedy School of Government, Harvard University. He would like to thank Elizabeth Baldwin. Matt 
Borick, and Leslie Yang for their research assistance. The views expressed in this paper represent those 
of the author and do not necessarily represent the views of the institutions with which he is affiliated. 
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regulation. So de agency might claim that the regulation actually created jobs. 
If a distinguished academic were asked to do the same study, he or she might also 
discover that the regulation had a positive job impact, even after taking account 
of job losses due to less investment elsewhere in the economy. Does the positive 
impact on job creation mean that this regulation is good? Not necessarily. The 
problem is that job impacts are, at best, an imperfect measure of the economic 
impacts of regulation. e 

Regulation should not be measured primarily in terms of job impacts; if it were, 
we could end up with regulations that call for building pyramids, where a lot of 
jobs are added but no wealth is created. We cóuld end up with an EPA regulation 
that asks people to move dirt from Pennsylvania to Utah, back to Pennsylvania, 
and so on. 

The impact of regulation should be measured in terms of its impact on 
economic. activity (e.g., output) and, ultimately, our “quality of life.” Broadly 
speaking, regulation that lowers our standard of living or reduces the rate of 
technological innovation is not good. Eegolatinn that improves our standard of 
living is good. 

А recent estimate of the cost of regulation Бегре by business iat consumers 





suggests itis in the neighborhood of $400 billion a-year.t That is about $3,500 for ` 


every family, or what the average family spends on groceries during a year. | 
The projected costs of regulation are shown graphically in Figure 1. Note that 
environmental costs rise банана нашу during the 1990s as more regulations аге 
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Figure 1 Annual Regulatory Costs - -- > ~ E 
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implemented. Also; these numbers do not include the impact of reauthorizing 


xeral environmental Jaws that Congress will likely rewrite during the Clinton m. 
presidency; nor do they include many legal and administrative costs borne by the 


private sector, especially when there is a dispute. Thus, the historical and future 
costs of regulation could be much higher than shown here. lr 
‘An obvious question is whether we are getting our money's worth. For past 
regulations, some evidence for social regulation 15 provided in Table 1: The data 
suggest that the overall benefits and costs have been comparable for past 
regulations. The picture for the future is likely to be bleak, however, as new 


regulations are introduced to address smaller environmental and health risks. 






Another perspective is given in Figure 2, which shows the cost-effectiveness 
of selected federal regulations in terms of dollars per life saved. The figure 
illustrates several points. First, cost-effectiveness exhibits a wide variation over 
tme, within agencies and across agencies: Cost-effectiveness ranges from 


Table 1 Annual Costs and Benefits of Social Regulation in 1988: =: 








| Regulated sector Costs. Benefits | 
Environment 55.4-77.6 16.5-135.8 Наг Па & Kopp. (1990); 
(58.485 Freeman (1990); Роппеу 
ce (1990) · 
Highway safety . 6.4-9.0 254-457 · Crandall (1986) 
Occupational Safety. . 8.5-9.0 negligible Crandall (1988); Denison 
and Health (ОЗНА) — . (1979); Viscusi (1783) 
Nuclear power 5.3-7.6 | not available DOE policy study (1979) 
E (reported in Litan 
Nordhaus [1983]) 
Drugs «1.5-3.0 not available Peltzman (1973) 
Equal Employment 0.9 -— available Weidenbaum & DeFina 
‚ Opportunity (EEO) | (1978); Litan & Nordhaus 
(1983) 
Consumer product >.034 not available U.S. Federal Budget, FY 
safety 1990 (administrctive 
| costs only). 


Тота! $78.0-107.1. $41.9-181.5. 


9 Point estimate 


Source: Hahn, Robert W. and John A. Hird. (1991) “The Costs and Benefits of Regulation: Review w. 


and Synthesis," Yale Journal on Regulation 8(1): 233-275. | 
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Millions of 1992 dollars 
per Ше saved 
$1,000,000.0 — 


$100,000.0. 
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Year of promulgaton 


ighway Traffic Safety Administration) А OSHA-S (Occupational Safety and Health 
-Product Safety Commission) Administration, Safety Standards) 
iation Administration) e OSHA-H (Occupational Safety and Health 
rug Administration) Administration, Health Standards) 
4 Administration) © ЕРА (Environmental Protection Agency) 


Source: Lutter, Randall and John F. Morrall, 111. (1994) *Heglth-Heoclth Analysis: A New Way to 


Evaluate Health ond Safety Regulation," Journal of Risk and Uncertainty 8: 43-66 


$100,000 to $119 billion per life saved, with a median value of about $9 million 


per Hfe saved. Second, cost-effectiveness is often worse for health-related 
regulations than for safety-related regulations. For example, OSHA health 
regulations are more expensive per life saved than OSHA safety regulations in 

i e. Overall, the level of these expenditures and the differences 
in cost-effectiveness across regulations suggest that there is significant potential 
for achieving muc у greater risk reduction at a lower cost to society. 









The 1990 Clean Air Act provides a useful example of the shape of things to 
come. This act inc udes a "revolutionary" market-based approach for controlling 


acid rain along with 250 pages of old-style command-and-control regulation. Ап 
economist’s benefit-cost analysis of this legislation suggests that, when fully 


implemented, this act will actually shrink the economic pie by about $15 billion 


annually, even after taking account of health benefits. 








Figure 2 ` Coasi-Etfectiveness of Selected Federal Regulations by Agency - MM 
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had too much to do and this exercise would be а huge-waste of staff resources. Her 
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The Clean Air Act suggests that, from an economists narrow perspective, 


zi ` social regulation may have passed the point of diminishing returns. Over the next ` 


decade we can expect regulatory costs to continue to go up while benefits continue 
to go down, as we chase after smaller and smaller risks. This "overregulation," as 
economists call it, will have an adverse impact on industry's ability to compete. 


-— 
= 
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SUGGESTED SOLUTIONS 


I have several specific suggestions for regulatory reform. that center on 
Congress. First, Congress should come clean on the costs of regulation the 
American public. Instead of hiding the cost of $600 worth of gadgets that new car 
buyers will purchase when they buy a clean, new vehicle, that figure should be 
reported in a “regulatory budget” that goes to Congress each year. 

Second, Congress should pass a law that puts the burden of proof on those who 
want to pass regulations whose costs exceed their benefits. Is this beyond the realm 
of possibility? Perhaps not. In 1982 the Senate unanimously: passed such a law? 
and there are currently bills in the Senate and the House that would require 
resulators to be more accountable for the benefits and costs they impose on the 
public. l 

Third, bureaucrats should have less discretion in determining whether a 
regulation is violated. A Senate staffer recently told me a story about a constituent 
complaining because the EPA knocked on his door and said he had some waste 
that was not causing any harm, but he would need to put a liner around it. The 
gentleman got several bids and proposals, brought them to the EPA, and asked 
which of the proposals he should undertake to comply with their concerns. EPA 
said he should go ahead and complete the job, and then they would tell him if he 
had complied. This kind of regulation, where bureaucrats have excessive 
discretion, is economically costly. | 

Fourth, Congress should introduce sunset requirements on regulations so that 
regulations would have to be reevaluated periodically. When asked about such a 
proposal in the context of a Bush administration initiative to review existing 
regulations, one of the assistant administrators complained that Бег staff а dy 


roving 






response suggests that sunset provisions are likely to be helpful in im 
regulation. | 
Fifth, regulations should be written in plain, simple language so people know 
what is expected. That means getting rid of the complexity contained in law 
regulations that generates full employment for lawyers and at least partial 
employment for economists. Instead, regulations should be simple enough so that 
everyone can figure out what needs to be done to comply with the law. 

· Finally, and perhaps most importantly, Congress should move away from the 
one-size-fits-all approach. Instead of putting technological gadgets on the top 
twenty emitters of the "pollutant of the week," Congress should allow greater 
flexibility in achieving the goals they choose. Congress and the Senes 





agencies should define the overall objectives but allow individuals and businesses 
the flexibility to achieve the goal in the least expensive way, thus promoting 
innovation. | 
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CONCLUSION 


ha 
= 


I have argued that regulation should not be evaluated primarily in terms of ` 
employment impacts. That is not to say regulation will not have job impacts; of . 
course it will, as do many microeconomic policies. Nor am 1 suggesting we ignore 
problems resulting from policies that lead to worker dislocation. I am merely 
arguing.it would be more helpful to the economy and the general public to focus 
on how regulations affect economic growth, productivity, and our quality of life. 

Furthermore, the costs of social regulation are likely to substantially exceed 
the benefits over the next decade. This view is supported by analyses undertaken 
atthe regulatory agencies as well as at OMB. This point 15 particularly important 
to kéep in mind ` hen the administration asserts that tighter d 
standards will е ce U.S. competitiveness. 

Finally, Congress should promote regulation that improves the average . 
standard of living by passing а law that requires agencies to apply economic cost- - 
benefit analysis in regulatory decision making. Congress is unlikely to adopt such 
an initiative unless the business and economics communities explain how such an 
initiative will translate into a better life for the average Ámerican. For such a 
lobbying effort to be effective, the business community will need to pursue a more 
ztegy, shifting resources away from narrow, self-interested 
lobbying ити == to activities that focus оп the development of sound regulatory 











policy. The point is to convince legislators that one of the best ways to enhance 3 
U.S. competitivene is to Gevelop smarter regulations that pay explicit attention = 3a 
to economic benefits and costs. . 
NOTES 
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[s There a Role for Benefit-Cost 
Analysis in Environmental, Health, 
and Safety Regulation? 


· Kenneth J. Arrow, Maureen L. Cropper, George C. Eads, 
Robert W. Hahn, Lester B. Lave, Roger G. Noll, Paul R. Portney, 
Milton Russell, Richard Schmalensee, V. Kerry Smith, 
Hobert N. Stavins 


proposals can be assessed. Benefir-cost anal- 
ysis has been the yardstick of choice (9). 





The growing impact of regulacions on the regulations has the potential со save signif- 
economy has led both Congress and the icant numbers of lives while using fewer 
Administration to search for new ways of resources (3). The estimated cost per satis- 
reforming the regulatory: process. Many of tical life saved has varied across reguiations 
these initiatives cill for greater reliance on Бу a factor of more than $10 million (4). 
the use of economic analysis in the devel- ranging from an estimated cast of $200,000 
opment and evaluation of regulations. One рет scatistical life saved with the Environ- 
specific approach being advocated is bene- mental Protection Agency's (EPA's) 1979 
fic-cost-analysis, an economic cool for com- —— шћајошетапе drinking water standard to 
paring the desirable and undesirable im- more chan $63 trillion with EPA’s 1990 
pacts of proposed policies. hazardous waste listing for wood-preserving 
For environmenral, health, and safecy chemicals (3, 5). Thus, a reallocation of 
regulation, benefits are typically defined in priorities among these same regulations 
terms of the value of having a cleaner en- could save many more lives ar the given 
vironment or a safer workplace. Ideally, cost, or alternatively, save the same number 
. casts should be measured in the same terms: of lives ar а much lower cox (6). 
$ the losses implied by the increased prices Most economists would argue thar eco- 
· thar result from the costs of meeting a reg- nomic efficiency, measured as the difer- 
ularory objective. In practice, the coscs tend ence between benefits and casts, ought to 
to be measured on the basis of direc com- Ье one of the fundamennal criteria for eval- 
pliance соч, with secondary consideration — uating proposed environmenral, health, and 
given to indirect costs, such as the value of safety regulations. Because sociery has lim- 
time spent waiting in a motor vehicle in- ited resources to spend on regulation, ben- 
spection line. efit-cost analysis can help illuminate the 
` The direct costs of federal environmen- crade-offs involved in making different 
tal, health, and safery regulation appear to kinds of social invesumenzs. In this regard, іс ` 
be on the order of 5200 billion annually, от seems almost irresponsible co пос conduct 
about the size of all domestic nondefense — such analyses, because chey caü inform de- 
discretionary spending (1). The benefits of cisions about how scarce resources can be 
the regulations are less certain, but evi- put to the greatest social good. Benefit-cost 
dence suggests that some but not all recent analysis can also help answer the question 
regulations would pass a benefit-cost test of how much regulation is enough. From an 
. (2). Moreover, a reallocation of expendi- efficiency standpoint, the answer to this 
tures on environmental, health, and safety question is simple: regulate until the incre- 
menral benefics from j 
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effects of proposed policy changes in quan- 
titative terms; however, not all impacts can 





маг regulatory 
analyses receive, the Бепет they re likely to be. 
Historically, the U.S. Office of Manage- 
ment and Budger has played a key role in 
reviewing major regulations, par- 
oc: їт those aimed at cung the en- 
vt car, health, and safery. Peer review 
ot зас analyses should be used for 
тета от with potentially large economic 
tu act: (14). Retrospective 3 cf 


single agency should establish a set of de- 
fault values for typical benefits arid costs 
and should develop a format for 
presenting гези. 


prove the quality of individual analyses. А 











Both economic efficiency and inter- 
generational equity require that benefits 
and costs experienced in future years be 
given less weight in decision-making than 
those experienced today. The rate at 
which future benefits and costs should be 
discounted со present values will generally 
not equal the rate of тёсип on private 
investment. The discount rate should in- 
stead be based on how individuals trade off 
current for future consumption. Given un- 
certainties in identifying the correct dis- 
count rate, it is appropriate to use a range 
of rates. Ideally, the same range of dis- 
count rates should be used in all regulatory 


analyses. 
8) Although benefit-cost analysis should fo- 
primarily on the overall relation berween 


cus prim 
benefits and costs, a good analysis will also - 
тл: Escributional 


important. consequences. 
Available dara often permit reliable esuma- 
tion of major policy impacts on bo tant 
suberoups of the population (15). the 
other hand, environmental, heai and 
safety regulations are neither ейесп== nor 
efficient tools for achieving redistributional 
goals. | 

Conclusion. Benefit-cost analysis can 
play an important role in legislative and 
regulatory policy debates on procecting 
and improving health, safety, and the nat- 
ural environment. Although formal bene- 
fit-cost analysis should not be viewed as 
either necessary or sufficient for designing 
sensible public policy, it can provide an 
exceptionally useful framework for consis- 
tently organizing disparate information. 
and in this way, it can greatly improve the 


process and, hence, the outcome of policy ` 


analysis. If properly done, benefit-cost 
analysis can be of great help to agencies 
participating in the development of envi- 
ronmental. health. and safety regulations. 
and it can likewise be useful in evaluating 
agency decision-making and in shaping 


. Statutes · 
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L. INTRODUCTION 


Public concer over environmental issues has risen 
dramatically overthelast rwo decades. Issues rang- 
ing from Chemobyi to the prospect of global warm- 


ааа plcna: cud away Воде прог: 
таш and consuucuve role in ensurin we make 
the earth a safer and healthier place to live. ` 


Over the last cerrury, meas ون‎ ii 
кетпеш. 


ing have genzrared a renewed concern for man's: basic 


impact on the enviroament (Gore, 1992). There is 
а growing recognition thar a healthy environment 
and a healthy economy must go hand in hand The 
crirical question for the next decade is how to 
designinstirutions that promote sustained environ- 


. mental progress and economic growth. This paper | 


will argue (hat we have the techmical and economic 
know-how to obtain both, but that we may be 
lacking the political will. That's the bad news. The 

good news is that social scientists, scientists, law- 


t Rober Habr is a Resident Scholar at the Amerie: Emerprise insümue and za Adjmet Research Fellow, оца 
wrs supported by z grant fom the Decision, Risk mid 
Science Program at the Nations] Science Foundation. The author woald like to thank Marilyn Arnold, Dieter E 


School of Govesmment, Harverd Univessiry. This тезезтећ 





Wi 
generalincrezsein population, ce uation, 
and income, environmental issues t : то шаке 
their way on to the political agenda in шапу coun- 
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ith the specification of detailed polluzon- IL THE ENVIRONMENTAL CONTROL ( 
regulations that applied то different indus- PROBLEM 






Intryingto achieve these goals, governments would strategies is quic complex. Some insight into this 
ically specify a given technology or group of Problem canbe gained from examining the simpli 
кош des that firms could use to reduce pollu- tic framework presented in Figure ] The first step 
tion. Fe: cxample, to preserve water quality, certain in designing a control strategy isto define the issue 
cedures had to-be followed to remove toxic Information on environment issu 25 Comes fram a 
Metals and treat sludge: similarly, to improve air хапегу of sources, including basic scientific ie. 


After the general issue is defined, policy-makers 
Neither ignore-the-p-blem ‘laissez-faire ар- needıo pecly objectives. These objectives may be 
proach : the goverment 'Command-and-con- framedimtermsofreachinganacceptablerist1evc] 
тог ach has many supporters in the есопош- balancing benefits and costs. or reducing emissions 
ics unity. The laissez-faire approach is criti- to a specified level. Meeting the obiecti esrequims ` 
Cized be [00 much pollution results when а control straregy that will typica: ' use an array of 
producer: and consumers are not required to ac- tools, including laws, regulations, and a system of 
Count for the effects of their activities on the envi- monitoring and enforcemenr Advocates of incen- 
ronment* The command-and-control approach is — tive-based approaches, most notably marketable 
iticized because economists generally believe permits and efluent fees, have tended to focus their 









аре: has two objectives: first, to note how the respond. Policy-makers are then in a position to 
acd economic-incentive approaches observe the response and, if they are so inclined to 


use of these approaches in а demo- ‘A simple example (from 2 NOt-so-simple problem) 


ге participared. Conclusions and areas Ursin, 1977). When it was found that these meas- 
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 Figurel 
The Environmental Control Problem 







1. Define environmental issue 


2 Formulate environmenral objectives 


3. Design conrol strategy 


Laws 
Regulanons 


4. Observe government, business, and consumer 


S. | Evaluate results and iterate 





duced, including controls ап automobiles, power 
plants, and industrial sources. More recently, Los 
Angeles has developed a plan that calls for a 
Staggering апау of contol measures, including 
restrictions on the types of barbecues and deodor- 
ants people can use. 


Figure 1 suggests that economic- een 


es (as they bave been traditionally defined) occupy 


а small, but potentially important part of develop- 
ing an environmental coool strategy. Thus, it is 
useful to beclezron what these approaches асшаћу 
do. Economic-incemtive approaches represenumeans 
for achieving particular-ends. They do not usually 
define the issue being addressed nor the overall 
objectives. They can, however, affect the level of 
E "peal 


environmental expendinures.* 


Тре most glaring deficiency in Figure 1 as a state- 
ment of how problems аге асшаПу solvedis Шаг 


does not explicitly include any role for politics. - ti 


Yet, poliricsis a driving force behind environmen- 
tal policy (Hahn, 1993). People and interest groups 
arc driven by economic and political pay-offs. Бог 
example, the Namral Resources Defense Council 
received substantial publiciry when it orchestrated 
the ban on Alar with the help of actress Meryl 
Streep (Weisskopf, 1990). 


Government and industry also hav made strategic 
use of the political process to affect environmenral 
regulation. The US Defense - ent, until re- 
cently, has not been held in a public 
setting for irs disposal of waste. More 
generally, government agencies are not always ` 
required to adhere to environmental standards thar 
are on the books. The private sector typically 
being held to a higher standard, can also affect the 
regulatory process. Private-sector influence fre- · 
quently tries to provide a specific industry or Епл 
with an advantage relative to its Competitors. Thus, 
for example, in the 1990 Clean Air Amendments, 
there were indirect pay-offs forcoal miners, ethanol 

manufacturers of altemarive fuel vehi- 
cies, and scrubbers. 


Within the configuration af and political 
interests, there is still room to design mare sensible 





ENVIRONMENTAL PROTECTION 


For some time, economists have 


ized that 


° Interestingly, social scientist have not spent much effort on the design of instinutions that would generite useful 
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Figure 2 
Mechanisms for Environmental Control · 










A. Standards 


A. Taxes 


d the health of the environment. 
they have suggested is to 


of the economy 
The general ap 
desisn an economi system that correctly accounts 
for the impact of economic activity оп the environ- 


ment, but that also economic growth. The 
approach by most mamstream econo- 
mists is to create a market-based system that relics 
heavily oa private rights, but one that also 
takes account of effects, such as polludon 


and congestion. My purpose here is to provide а 
succinct тахопош: Сри си s rg ipii 





disposing of their e a 
much garbage. The solution, in this case, is to 
charge an ° ° price for garbage disposal 
The normative em facing the policy analystis 
to design a set of ry instruments aimed at 


inducing consumers and businesses to account for 
the full impact of 


irbehaviour on others. Ths job 


L Quantity mechanisms 
1. Technology-based standards 
2. Performance standards 


B. Marker approaches 
1. Marketable permits 
2. Reducing market barriers 


IL Pricing mechanisms 


B. Subsidies or subsidy eliminaron 


of government in this model is to help define an 


‘optimal’ level of pollution, and then achieve this. 


through an optimal choice of instruments. 


Optimal levels of pollution are difficult to define in 
theory and in practice. A simpler analytical prob- 


бен Видите T 


problem in the evaluation of different instruments 
for achieving environmemal protecion. 


Economic instruments usually include taxes and 
marketable-pennit schemes. More generally, they 
include schemes that allow firms greater flexibility 
in achieving environmental goals. Thus, а broad 
interpretation might include all mechanisms, ex- 
cept for technology-based standards. Whatever in 
struments are included. ir is important to recognizes 
thar the objective of economic instruments is to 
promote more efficient and effective environmen 


tal policy. 
The selection of instruments for addressing envi- 


ronmental quality can be divided into two broad 


categories: quantity mechanisms and pricing mech- 
anisms. Figure 2 provides an overview of these 
mechanisms. 
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(i) Quantity Mechanisms 

Standards are the dominant instrument for environ- 
mental control in the United States and throughout 
most of the developed world. Standards are used to 
define environmental targets (e.g. risk standards or 
ambient standards) as well as the means foractiev- 
ing specific targets, such as specific emission re- 
ductions. This discussion will focus an the means. 


Standards that affect the choice of technology come 
in two basic varieties: the technology-based stand- 
ard, which specifies a particular technology a firm 
must use to comply with the law, and the perform- 
ance standard. The technology-based approach is 
sometimes referred to as command-and-control 
regulation, since it leaves the firms little flexibility 


in meeting environmental targets. For example, | 


utilities may be required to use а scrubberto control 
sulphur-oxide emissions. This type of standard is 
used frequently in both air and water pollution 
regulation in the United States. The 1990 Clean Air 
Act Amendments call forthe introduction of a wide’ 
array of technology-based standards forcommolling 
toxic air emissions at very low levels. 


Performance standards are more flexible than tech- 
nology-based standards. A performance standard 
typically defines a performance measure and al- 
lows firms to select the best way to meer this 
standard. Thus, for example, automobile compa- 
nies were asked to develop a technology that limir- 
ed car exhaust emissions to no more than 0.41 БОГ 
hydrocarbons, 3.4 р of carbon monoxide, and 1.0 g 
of nirrogen oxides permile for US vehicles. Almost 
all standards share the characteristic that the firm 
complying with the standard bears the initial cost: 
however, some or all of these costs are eventually 
passed on to consumers. 


Market approaches represent the polar opposite of 
technology-based standards. Technology-based 
Standards allow a firm to emit a specified amount, 
but do not allow a firm to trade this right to emit. 
Marketable-permit schemes, on the other hand, 


| Чейпг an overall level of emissions rights for all 


A morc competitive generation sector need not reduce emissions, unless firms arc expl 
SC Pag PEE S 


conservation прваке рторету. 
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| firms and then allow firms to wade them freely. In 
implemenung this op тени, ут 


specify а method for: осаппе permits to firms 





Then, firas can = pollution-conmol technolo- 
gies based ا‎ ant tae permits to cover 
their excess and the cost of pollution 
состо! Ifthe market for permits is competitive and 
firms апешр‹ to mumm COSIS, the 
marginal costs of pollurion control will be the same 
across all sources, and pollution-conrrol costs will 
be minimized “ry, 1972). The idea of 
marketable permits is g Increasing] 

ularin the US as an | way af addrescing 
Related to the idea of marketable pemmits is the 
reduction of market barriers that could promote 
example, farmers in د و‎ авео 
less per acre-foot of than residents in Los 


Angeles. Establishing market їп warer rights 
would encourage IS LO conserve water and 
encourage thé developnient of more efficient tech- 
nolosies. 





conservation of energy іп the use of elecuiciry. 
Ciechem and Hogan (19 9) identify ways for unl- 


aged to develop more ; resources usage by 
allowing greater сошрешпоп in elecrriciry genera- 
поп. Currently, US uülides have consider- 
able market power over regions in which they 
are the designated supplier. Біеспіспу markers 

could be improved by lowering entry barriers for 
firms wishing to supply electricity and introducing 
competitive bidding on new capacity. US state and 
federal policy appears to be moving towards allow- 
ing a more competitive generation sector. 





(ii) Priding M 

*— MN category 

COnsists of pricing тлесћаглете most notably 

subsidies and taxes. Unlike marketable permits, 
Inmited из the types of 


7820 


these pricing mechanisms donotBmitthe supply of 
епу: tc z; fixed level. Subsidies 
icie forpromodng environ- 





subsidies that result in 
for ethanol, which 





$ frequent use than either subsi- 

In the envi arena the 

used taxes are emissions fess. 
These fess ars y assessed on the basis of he 
acmalor exp emissions from different kinds 


of polluting sciri ies. Recently fees have enjoyed 
increasing larity 1 Europe as a means for 
raising revenues, which are then used tO PPU 
environmental quality. Formany years, UXES- were 
= favourite tool promoted by the economics com- 
muniry because have some desirable cfficien- 


пі, related to but distinct from th= 
previous rwo, is to have regulators set prices on the 


FL W. Hann 


basis of marginal cost 25 opposed to average cost. 
Inmany regularedindusues, pardcularly in energy 
markers (c.g. gas and electricity), userprices tend to 
eflect averige costs. Recently, there Rave been 
efforts in some states to move towards marginal- 
cost pricing of these resources. Currently, there аге 
also efforts to include the casts of pollution m 
charges for consumption of electricity and energy 
supplied by regulated utilities. | 


Figure 2 provides a convenient taxonomy for ana- 


thar are frequenily used m envi- 
ronmental policy. However, not all mnsruments fit 
casily into this categorization.’ In practice, real- 
world control strategies frequently do not fr neatly 
into tins simple taxonomy. For: ple, deposit- 
refund schemes, such 2$ those for -ar batteries and 


- soda bogies, reflect а шілше of taxes and subsi- 


dies. Tbe regulatory designthe US chose forphas- 
ing out chlorofluorocarbons (CFCs) reflects acom- 
bination of marketable permis and taxes (the lamer 
serving pri yasadeviceforraising revenues in 
this case) (Barthold, 1991). Regulation of the elec- 
mic utility industry consists of a.combinanon of 
instruments including а reduction in market bari- 
ers along with the use of charges. marketable per- 
mits, and standards to address environmental prob- 


lems. 


In the case of ecoriomies that are in transition, such 
as those in Eastern Europe and the USSR, the 
tax" -my described in Figure 2is woefully meom- 
pit . These countries must devise a legal surucmre 
that allows for the emergence of private property 
and competitive markets while, at the sams бш. 


societies facing continuing economic hardships 277 
пот Ekely to pay close attention to the State of thes 
immediate enviromment or the word's environ | 
ment. Thus, in practice. economic prosperity 25 2 


now different systems affect the probably diszibusion over costs 229 


ism are not included here. inchuding lability, monitoring end enforcement, the usc of information md 
о тавану law сал have а major шр on the path of both economic and nvi 
“n of thescissucs see Huber (1987). Fer a discussion of monitering md enforcementissucs. 
не discussion of the possibility of private enforcement see Cohen md Rubin (1925). The 
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necessary Condition for a modem nation-state to 
make sustained progress on improving the environ- 
шеп. | 


IV. USING THE ECONOMIST'S TOOL 
-CHEST: WHAT THE TEXTBOOK 
DID NOT TELL YOU 


There is a large Bterarure on the choice of policy 
instruments (see, for example, Bohm and Russell, 


1985). This section presumes that the choice has | 


been made and the goal is to implement the instru- 
ment effectively. There are two key tasks in imple- 


menting an instrument The first is designing an - 


instrument and the second is marketing that instru- 
ment. Much has been written about-desisn, but 
surprisingly litle has been written about market- 
ing. I will, therefore, focus on marketing after 
. Summarizing whar we know about design. 


(1) Designing Economic Instruments 


in designing economic instruments for environ- 
. Mental protection, the first task is 10 define the 
problem. For example, in the case of acid rain the 
problem was to reduce levelsof nitrogen oxides and 
Sulphur dioxide to a politically acceptable level 
Presumably, bur not always, the level will таке 
account of the underlying science and economics. 


Опсе a goal has been established, property Tights 
need to be defined cither implicitly or explicitly so 
that firms and individuals can react accordingly. In 
the case of add rain, the 1990 Clean Air Act 
Amendments defined and distributed limited prop- 
етту пећи, called ‘allowances’, to udlines. This 
established a baseline for the system—e.g. а 10 
million ton reduction in sulphur dioxide by the year 
2000. Allowances could be traded on a one-far-one 
basis, encouraging firms to search for the least 
expensive way to achieve emission reductions. 


- Conditions for monitoring and enforcement also 
need to be specified. The acid-rain legislation called 
for the installation of continuous emissions mani- 


tors ar utilities. It also imposed a sizeable fine if . 
plants SIRE Mua iade without owning - 


allowances. 


* For more general recommendations on the design Pen рыны that includes market-based 


et al. (1992) and Haka (1991). 
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1 Improved Resource Management 






Once the pardcular system has been designed, iris 


important to ту to take into 2 political con- 
. 5тайшї<. This can be done through the choice of the 
_ goal and a judicious allocation of the property 
rights. In the case of pricing instruments, а similar 


subsidy. If a firm exceeds irs Ба: 
SSNS fizu pay a ax 


One of the keys to successful design of a system is ES 


adapting it to the needs of different i groups. 
Because the needs of different i groups are 
typically elicited during both the design and the 
marketing phase, it is quite nan for the two 


phases to overlap: however, initial j nent de- 
sign should precede marketing, —— 


(ii) Marketing Economic Instruments AGE 





There are several key steps involved in marketing 
economic-incentive approaches. Six: enda- 
tions for effective marketing are p below.* 


Recommendation I: Provide a reason for introduc- 





ing a new approach 

The policy analyst or entrepreneur tO charac- 
terze why the exisung approach to ге ion is ПО 
longer acceptable. In the case of the ent, а 
standard rationale is that the public as the environ, 
mental community is demanding greater environ- 
mental quality, but the cost of meetir = mam amh- 
nous goals is high in economic and human mms 
Тїш was the reason underlying the developmen 
паласатай for reducing hago 
rus run-off to the Everglades The aim was toreduce 
the level of phosphorus to politically : environ- 
mentally acceptable levels while р jobs 


and promoting economic c growth (Passen, 1992). 
Recommendation 2: T ни | educate 


The Job of she sdacnodiolicy 15 tO 





76522 . 


В. w. Hahn 


approaches. A списа! inmarketingisto explain have been achieved with an alternative insuument- 
proz =. In the case of acid rain, I am sceptical that com- 
mand-and-conmul legislation would have beensuc- 
cessful because И was 100 costly. Indeed, ir had 
. failed in Congress on several previous occasions. 
Thus, a strong cas¢ can be made that the market- 
based iegisiation resulted in major reductions in 
pollution. i 


A follow-up quesion on permits is whether the 
system should be designed so thar the environment 
improvesasaresultofeach made. Tbisconcepi —of | 
inrroduci atading ratio preaterthanone—sounds 
appealing ши one recognizes that such rules are 





The virmes of eco omic instruments need to be savings that can be achieved. While such approach- 
suessed. These i not only static Savings. es have been used in the past, iris generally more 

im and improved environ desirable to develop а system that docs not discrim- 
their inminsic flexibility. snate against parties that wish to rade. 





in overall emission standards. Environmentalists often point to problems with 
| monitoring ond enforcement under а market-based 
Education is critical. While the general public and approach. An effective response to hese concent 
| interest groups have more familiarity with conor ‚ sc to note that a similar set of problems exists with . 
ic-incemtive арр than they may have had 2 command-and-commol regulanon- 
decade ago, we 50 have along way to РО. | 





Industry is often interested in whether а Rew aP- 


ald be prepared for certain ques- designed and implemented. Iris possible to design. 
I interest groups. For example, systems that do offer flexibility. provided there is 
resentztives often inquire how support from the relevant interest groups 


Ab response would point out. is possible ro present a persuasive case as to Why 2 

be designed that embeds the different approach can help ensure bener results. I 
| sratus quo standard as the baseline from which the find that extreme commenters have 2 way Of 
mareinabzing themselves provided one’s response 


is reasoned and fair. 
le permits, environmental- 
у they should suppor such 2 Recommendation 4: Build constinsencies 
not improve envi Education increases awareness and may reduce the 


< ` For example, in the case of usually sufficient to implement economic ineei- 
acid rain, sul dioxide emissions will be cut in eves effectively. Canstimency supportis also cut 
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ical. Forexample, during the Bush Administration, 
Ipresented a proposal for averaging vehicle exhaust 
emissions across manufacmrersas a way of helping 
to mes! more suingenr auto emission Standards. 
White House officials liked the idea, but there was 
DO extemal support Neither the Environmental 
Protection Agency, the car-makers, nor environ- 

mental groups were supportive. The result was thar 
the averaging proposal went upin flames ar the first 
Congressional bearing on the Bush Administra- 

tion's Clean Air Act legislative proposal. Contrast 
Fund and the White House worked painstakingly to 
persuade the various interest groups why a market- 

није а EE са 
success.? | 


H possible, itis useful to have people in the regula- 
tory agency embrace these ideas. This happened in 
the case of acid rain, albeit somewhat late in the 
process. If significant groups within the regulated 
community embrace the idea, the prospects for 
successful implementation are much greater. 


А поч example of support within the civil service 
is provided by a project undertaken in Austratia by 
the New South Wales goverment. This. project is 
designed to have the civil service develop econom- 

ic-incentive approaches formore effective environ- 
mental protection and resource management. The 
bureaucracy has been actively engaged in selecung 
the projects and working with affected constinien- 

Ges to devise constructive solutions. Currently, 
they are considering market-based approaches for 
reducing phosphorus in water, forusing watermore 
eficiemtly, for reducing the salt concentration in 
water, and reducing lead concentrations in petrol 
The great advantage of this approach: is that the 
bureaucracy has a vested interest in making the 
ideas work. One should not underestimate the 
ability of government agencies to kill an idea 
tel e oor cot =n ihe do not 
believe i itis a good idea. 


У The sexual results ee Esse ee ee trades to dats, Moreover, there have - 


` Inesforincreasingtherate of environm 


Опе of the best ways to move ideas | ward is to 


spread around the credit for the idea, W Вне 





One,of the basic approaches to £ support 
for economic approaches is to show an affected 


constituency why itis likely to be ‘berrer off under | 


а new regulatory regime. The best way to achieve 
this objective is to identify a credible = that 
demonstrates (preferable quantitatively) that great- 
er environmental quality will be achieved atlower 


ш. 1 


The рав should, dier depende: on tie 


consüniency, but the basic message not For 


industry, the focus should be on fl and cost 
savings. Forenvironmenralists, the focus should be ` 
on real environmental improvements possibil- 


progress 





through technological irmovatior 


Recommendation 5: Take advantage.of feedback 
Listen carefully. ] often find that I leam al tthe 
technology of a regulatory system by with 
prospective рапісіратиѕ. For example, i in а poten- 
wal application of economic incentives to reduce 
phosphorus in a reservoir in Australia, became 
Clearthatinput taxes on phosphate detergents might 
бе a cost-effective strategy. | 


Good listening can help in building ency 


` Support and devising better solutions. Building 


“world regulatory systems requires a broad base 





already been attempts by some pasties to undo the intent of the law. which set xp the meding framework. For en srticulate and 
аса десдоі defenec of the trading regime, see Goffman (1993), who offers а persuasive case for why restictions should not 
be placed on trading, Goffman is a particularly effective spokesperson for markets because he works for the 

Defense Fund. Thus he cannot easily be accused of being ° soft" on the irom Sach support formatket-based spproaches 
from the environmental community can be invaluable in MI MEE 
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Весоттелілпоп 6: Choose examples wisely 
It is critical to choose the ‘right’ tool for the right 


political and ic power. For example, umay 
make little sense to instinste sophisticated market- 
able permits for envi control where mon- 
itoring of emi is problematic. In such a case. 
an input standard Ч specifies a particular fuel, or 
an imput tax, such a tax on petrol. may be more 

lare. More marketable permits make 
sense for regional blerıs, such as acid rain, but 
are not sarily better for localized pollution - 
issues where high concentrations of pollu- 


interest groups already be well established. 


V. CONCLUSIONS AND AREAS FOR 


. FUTURE ERXI m 
We аге now iencing a greatly increased sensi- 


üviry on the t of the public to enviroumental 
issues. This wi undoubtedly. mansiare ипо more 


places pressure politicians to respond. The chal- 
lenge is tO mov beyond rhetoric and formulate 
responses that sensible. From an economist $ 


point of view, it would be desirable to consider 
explicitly both economic benefits and costs in Ше 
formulation of environmental policy. However, 
evenifsuchissues donot play amajor role in policy 
formulation. шау ‘be possible to achieve more 

j ive solutions to environmen” 





- < „А. We Hahn, - 


` How will the increased polincal impor ance of 


taken to environmental regulation? The dominant 
approach for most problems will continue to be 
command- 


and-contzdl for the foreseeable furure. : 


For all the excitement about the market-based 
approaches contained in the 1990 Clean Air Act 
Amendments, these proposals represent а very 
small рап of the overall Act Virtually all the 
regulation for controling toxic air emissions and 
most of the regulation for ozone follows the com- 
mand-and-conmrol model. 


e 


None theless, there is increased cause for optimism 


among proponents of market-based approaches. 


Emission fees are Bkely to receive more serious . 


consideration because of their revenme-raising po- 
tential and because the locus of power is shifüng 


Marketable рейши are likely to receive more seri- 
ous consideration for selected problems as well, 
particulatly if current programmes, such as the US 
market-based initiatives for conmolling acid rain, 
are seen as successes. There has been some discus- 


sion about the implementation of markets tomit . 


a 
+ 


greenhouse gases (Grubb. 1989; Dudek and 
LeBlanc, 1990). 


The potential application of economic-incenuve 
approaches for improving environmental regula- 
tion is quite large (Stavins, 1988). Moreover, the 
range of experimentation comtimues to increase. 
There are tremendous opportunities in several are2s 
including the reduction of oz ле depletion, acid 
rain, and smog. to mention а 12%. 


This paper has argued that the incentive-based | 


ches endorsed by economists can work, but 
they need to be implemented with forethought. 
Moreover, they will not always work as the doctor 
ordered, largely because these tools are implement- 
ed in an intensely political environment. The chal- 
jenge to the social scientist is to develop tools that 
will help achieve social goals more effectively. 
This means taking careful account of in 
technical, and economic constraints in system ds- 
sign. à 
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Itis absolutely essential to understand the name of 
political constraints on the process. One of the 
reasons thar many proposals from economists have 
fallen on deaf earsis that they have not been tailored 
то the needs of powerful interest groups. Distribu- 
tion and redistribution of wealth and jobs are almost 
always centralissuesin 2 political debate. The more 
likely it is that а proposal would lead to sudden 
dramatic changes in the distribution of wealth, the 
more likely it is to be rejected. This partly explains 
why effluent fees and marketable permits for pro- 
modng environmental quality have been intro- 
duced gradually. Ir also explains why most instru- 
ments used to achieve environmental goals do not, 
in and of themselves, lead to dramatic changes in 
the distribution of wealth. | 


System design that takes пио account political 


“realities is necessary, but not sufficient to achieve 


increased use of economic-incentrive approaches to 
environmental conrroL ‘Lobbying’ on the part of 
social scientists and other experts can also play a 
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emissions disclosure as St Louis a 
santo Co. did when it was forced to re- 

veal its 1987 emissions for the first time. | 
“We knew the numbers were high, and 
we knew the public wasn’t going to like 
: it,” says Vice-Chairman Nicolas L. Red- 
| ue To fend off an outcry, Monsanto 
volunteered to slash its worldwide toxic 
air pollutants 90%. Since then, the chemi- 
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то FEND OFF A PUBLIC OUTCRY, MONSANTO HAS CUT TOXIC AIR EMISSIONS BY 90% SING 1987 


OF CLEAN AIR 


ederal laws controlling pollution | 
can be excruciatingly detailed. Reg- 
Шабойѕ not only limit the quantity 
of chemicals that companies can spew 
out but also dictate the methods they 
must use to curtail pollution. When it 
comes to cutting output of the most dan- 
gerous chemicals, though, the govern- 
ment has found a far more effective 
weapon than the law: embarrassment. 
In 1986, Congress amended the Super- 
fund law to require manufacturers to 
make public an inventory of chemicals 
they stock and to report the quantities 
of some 300 toxic chemicals that they 
release each year. On May 25, when the 
Environmental Protection Agency plans 


to release five years of data on the ap- | 


proach, it will show that the toxic re 
leases of U.S. manufacturers 
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AN EMBARRASSMENT 


| Publicizing the names of polluters i is working better than tough laws 


| trator. "We're going to have to focus on | 
| thrilled with regulation-by-embarrass- 

On May 18, Browner announced а pol-.|| ment, either. 
cy shift intended to discourage the рго- | 


preventing pollution.” 


duction of hazardous waste: She slapped 
an l&month moratorium on increasing 


| capacity for toxic-waste incinerators, 


pending an overhaul of regulations. She 
is also considering expanding the toxic- 
release program to include industries 


| such as utilities, mines, and large re 
.cyclers, and to raise the number oi 


chernicals covered beyond the current 
300. To set an example, President Clin- 


| ton promised in April that federal agen- 
cies would also report their toxic re 


leases—and try to cut them 50% by 1999. 
The government is betting that most 
companies will have the same reaction to 
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cal maker has spent 5120 million оп 250 


projects, from installing new pollution- 
control gear to recycling toxic materials. | 
It has cut its worldwide annual toxic air 


releases by nearly 55 million pounds. 
And it expects 1952 data, once compiled, 
to show it made its 90% goal. 

HEFTY REPORTS. Many companies prefer 
voluntary efforts to legal mandates, say- 


| ing this gives them latitude to spend 
their pollution-control money more effec- | 
tively. Often, they find that preventing | 


pollution costs less than cleaning it up. 
Pioneers such as 3M, Dow Chemical, and 
American Telephone & Telegraph have 
found that many such investments pay 
for themselves in reduced costs. 

But that doesn’t mean business would 
take kindly to an expansion of emissions 
reporting. Complying won't be cheap. 
According to the ЕРА, manufacturers al- 


| ready spend $346 million а year just to 


tote up and report their releases—before 
they invest a dollar ќо cut pollution. 
Environmentalists aren't entirely 


They complain Шат 
changes in reporting requirements make 
drops in releases seem larger than Шеу 
are. For instance, a Kennecott-Utah Cop- 
per plant was ranked as the nation's 
fourth-largest polluter in 1987 because it 


reported mining emissions, which it was | 


not required to do. When it stopped in- 
cluding those releases, its numbers im- 
proved dramatically. Overall, the ЕРА 
says, about half of the reported improve- 
ment 15 from such changes. 

Even so, the real declines in emissions 
are so large that the ЕРА considers the 
огостат a resounding success. “We 
could mever have gotten here so fast” 


with regulation, says David J. Sarokin of | 


the ЕРА5 Office of Pollution 


are falling. What's more, chemi : Prevention & Toxics. Indeed, 
cal makers, which pump out the · може · more than 1,000 companies have 
largest share of these poisons, A REPORT CARD ON ‚ OF РОШ Ао signed up for a program under 
cut their emissions by 35% be 19875 BIG POLLUTERS 1987 1991 which manufacturers promise 


tween 1987 and 1991. “Compa- 


nies just want to get off the — * AMERICAN CYANAMID WESTWEGO, LL 213.4 142.0 ority chemicals 33% bv 1992 and 
lists of top polluters,” says one — *SHELLOIL WORO, U 194.2 2.6 50% by 1995. Sarokin says more 
industry official е MONSANTO МИН, TEL 175.6 54.8 than 200 have already met their 
RED FACES. Indeed, the Clinton — e KENNECOTT-UTAH COPPER 158.7 16.3" 1995 goals. When it comes to 
Administration now sees such BINGHAM CANTON, UTAH cutting pollution, generating 
pollution-prevention efforts as goodwill—and avoiding nega- 
the wave of the future. 1 tive publicity—can. ђе powerful 
must move away from end-ot- motivators. 

the-pipe regulation," said Carol dc que agri + =н a Ву Мету Beth р in 


M. Browner, the EPA adminis- 
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ЕРА, IS PRESSING 
PLAN TO PUBLIGIZE 
_ POLLUTIQN DATA 
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cials have given the new project : 
"unwieldy пате: the Sector Facilit 
Indexing Project..But as far as 


affected industries are concerned, i it 
might as. well be called the sa 
Letter Initiative, because ney. fe 





The environmental agency's offi- . | 
= 
because: they мек. induk- | 
tries with a relatively" manageable 
number of factories: and Er 
апе production. ` ; ме VA 
The industries are trying to block 


Ја: а First ‘Emissions Profi les 
for Hundreds of Factories - 





the project, arguing that the rele 
Would Be Released of the information, which will be ! 
аы ынды weighted to highlight the most haz- 
: : f pollution, will cor 
By JOHN H. CUSHMAN jr. анши types оре ves es 
WASHINGTON, Aug. 9 — If the | Continued on Page B7 


Environmental Protection Agency 
' has its way, people who live near 
hundreds of factories in five major 
industries will soon gain easy on-line 
access to mountains of data about 
the pollution given off by the plants. 

For the first time, profiles of the 
environmental performance of the 
producers of oil products, steel, other 
metals, autos and paper will be made 
available; indicating which factories 
may present the biggest environ- 
mental problems — although the in- 
dustries say the evaluation is mis- 
leading. 

The profiles will include each fac- 
tory's pollution permit violations, in- 
spections, toxic releases and even 
| the demographics of surrounding 
communities, which might help 
track whether any group is being 
disproportionately affected. 

The ambitious project is the latest 
and in some ways the most innova- | 
tive step so far in a steady campaign 
| by the Clinton Administration to ex- 
pand “right to know” initiatives: en- 
vironmental programs that seek to. 
inhibit pollution not with red tape 
and fine print, but merely by expos- 
ing polluters to possible pressure | 
from a well-informed public. 

The project expands on the well- 
known Toxics Release Inventory, an 
annual survey, published on line and 
in printed rëgorts, that has been 
credited with egcouraging compa- 
nies to voluntarily сооро! their pollu- 
tion. 
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r; vice president for regulatory =: 
affairs at the American Forest and 


Paper Association. “The concern we 


have is that the data that is in there, 
Et is not accurate and properly 
dHaracterized, can mislead and mis- 
inform the public.” 

Је But Carol M. Browner, Adminis- 
tator of the E.P.A, defended the 


program. “I believe in the end that - 


the public can always be trusted with 
information,” she said. “Тћеу are 
far brighter and more sophisticated 
Шап, unfortunately, some in industry 
give them credit for." 


While they try to persuade the 


ency to delay the release of the 
data, industry groups have quietly 
petitioned the White House to inter- 


vene. “This plane is not ready for its. 


máiden flight yet," said Jim J. Tozzi, 
director of Multinational Business 


Services, the lobbyist who filed the ` 


petition at the White House Office of 
Management and Budget. “It needs 
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Спе accurate informiatión ша. дола ЕР 
| f datato Ше publicc- ас ena _ che 
pog ‘said Josephine S.3: y 
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campaign to control 
emissions by using ` 
public €—— | 





draft progress report containing the 
entire database, and after a final 
review it will be published on the 
agency's World Wide Web site. 

The Environmental Council of the 
States, a group that represents the 
top pollution control officials of each 
state and is frequently at odds with 
the Federal Government, has passed 
a resolution calling on the agency not 


to release any information from the 


Ld 






- -for controlling saludon. < 54 
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· and the: EPA. in 


“How. сап we reorient our 2 
tion policies away from . high -per- 
formers that are consistently in com- 
pliance,.to those that are having | 
problems?” Ee Si director : 


of the E.P.A.'s office of compliance, | 
- asked at a meeting with industry and ; | 


environmental groups їп -: May. | 
“what facilities are out of compli- : 
ance across all major statutory pro- 
grams and may pose a. significant. 
threat to: the surrounding communi- | 
ties? e | 
.But Ms. Cooper. : 
industry has identified many in-: 
stances in which the information іп: 
the agency's files incorrect. — ^ 1 





` “They are going to be heaping | 


errors on top of.e 
“We have a real 
credibility of our 


rs,” she said. ; 
cilities will be | 


out and the numerous inaccuracies · 
are in the public domain.” - 


— Ted 
The opponents of the project are | 


counting on support from а commit- ! 


tee of scientists that the agency has ' 
asked to review one element of the . 


псегп that the ` 


called into question if the data gets : 


licize 


plan, in which data already made | 


Public each year 
leases of thousands of factories in the 
toxics inventory would be weighted 
to indicaté what factories might pose 


the biggest erivironmental dangers. = 


t the toxic re- . 


To make this po the agency will ` 
multiply the number of pounds of ~ 


chemicals released by a toxicity fac- 
tor that gives greater weight to the 
more dangerous pollutants, like mer- 
cury, instead of le 
like ammonia. 


The companies have challenged | 


the agency's cal tions. They con- : 
tend that the environmental agen- 
cy's presentation implies that people 
living near the factories are actually 
being exposed to the chemicals, even 
when that has not been demonstrat- 


harmful ones, : 
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Split on the issue of 


. POLLUTION PROFILES 


On-Line Access to Factory Records 


The Environmen 


Protection Agency plans to consolidate informa- 


- tion about factories in the automobile, steel, metals, oil refining and 
d ` papermaking industries, making it easily accessible on line for the first 


i time. The environmental xr ia would indude su ake +. А 
5 Я У. eo e ue oe i | 


E^ 
= INSPECTIONS > 7 


| recently in "significant" noricompliance, suggest SIT 


"ing an environme tal threat. 
ENFORCEMENT ` 
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The dates, and in L. cases the amounts, of ad penalties imposed in 


the last two ye 
POLLUTION RELEASES" 


Information sey the agency’ 5 Тохїсз Release Inventory, based on 
reports from some factories on the pollutants they release every year. 


POLLUTION SPILLS 


Information reported by factories, including the number of spills, the 
pounds of pollutant spilled and any injuries or deaths as a result. 


WEIGHTED РО ON RELEASES 


A hazard indicator for each factory, based upon the relative toxicity of 
· the chemicals released. It does not measure the exposure of surround- 


ing communities. 


POLLUTION-TO-PRODUCTION RATIO 
Ihe ratio of pollution releases to production, or to dE GbE capacity, 


allowing comp 


on of similar plants. Another ratio indicates the 


relative toxicity of chemical releases ош a single plant. 


DEMOGRAPHICS 


] e emissions are 
actually within Federal and state 
legal limits, the companies contend. 

But the advisory el has been 
је validity of the 
agency's approach and declined to 
answer the question directly. À draft 
of its report called “а policy call 
that the agency must make.” ·- 

"Richard Kimerle, a scientist with 
the Monsanto Company who serves 
on the advisory panel, said in com- 


ments attached to the report that the : 


project in its current form "cannot 


‘be defended as scientifically sound 





enough for use even as an "interim 
step.” 7 AF 

But two scientists from two envi- 
ronmental groups who serve on the 
panel, Linda Greer of the Natural 
Resources Defense Council and Tom 


Natan of the Environmental Infor- : 
mation Center, filed comments de- : 


fending the project: “We should not’. 


underestimate the ability of the pub- | 


lic to come to grips with technical 
information such as this, especially if 
the information is accompanied by 


наты ‘Setiof dataiis sched = 
° v be released again for review in draft ` 


New York Times, August 12, 
Cont'd 


an explanation of its usefulness ad ' 


limitations," they said. 

. Despite the concerns, agency offi- 
cials are pressing ahead. The agency 
may circulate for review some of the 
most sensitive data by the end of the 
summer to help insure that it is 


balanced: the detailed, plantby- ` 
plant compliance records, which. 
„һауе ће most: ‘potential ta. embar; EEN 


í rass the û Companies ea Кер oen 


ош by th the end пе тсас wibe 


Ый ША} that point, anyone. with. a. [oed gU 
:' puter and a modem could browse .- 


through data that, while held in рибе 


lic files, are usually inaccessible-to ` 


most Citizens. With the click of a 


mouse, the summary of a steel milfs 


recent permit violations would flash 
onto the screen. Another click or two; 
and the user would see a detailed 
accounting of ап oil refinery’s emis- 
sions into air, water and landfills, 


weighted to reflect the relative toxic- 


ity of each chemical іп the mix: > 
"The data would indicate how much 
poliution is emitted for each unit of 
production, to allow comparisons be- 
tween similar plants. And informa- 
tion would be included about the sur- 
rounding population: how close peo-; 


ple live to the plant, whether they are 


rich or poor or predominantly mem- 
bers of minority groups. DPI 

"In terms of its value, T think it 
woulc be tremendous," said Lois.Ep^ 
stein, a researcher at the Environ- 
mental Defense Fund who has used' 


E.P.A. pollution data to compare ће 
. waste patterns of oil refineries nà- 


tionwide. “It would give the public 

and the regulators, both at a Feddtab 

and state level, the ability to assessa 

facility holistically." ii 
Ryan Clark, a researcher at чне 

Natural Resources: Defense Cou 

. said. that . environmental - ‘grout 


would probably use the data basés" 


select agencies as targets for citizen 
suits, demanding that the agency re 
sponsible for enforcing polutan. 
laws do a better job. 
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` {һе enormous task of installing filters, : 
7ibbers and treatment plants has barely : 
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By MARLISE SIMONS ` 
. — SpecaltoTheNew York Times "| 
PRAGUE -- One рјасе to measure : 
the disheveled state of Eastern:Eu- ; 
горе'ѕ environment these days is a` 
great electronic scoreboard іп down- ` 
town Usti nad Labem; a Czech town ` 
on a bend of the Elbe River. - ~~ 
‚ New. sensors are sniffing the bad 
breath coming off the local factories | 
and on the Scoreboard, the people of 
Usti can track the Bases they inhale 
as if following an important sports 
event, J 


“We still get about 20 types ‘of 
harmful substances," said Zdenek 
Cerny, a former army officer in 
charge of the monitors. "Suddenly 
half the town may get pains in the ` 
Joints. Or skin problems. When these | 
chemicals interact, it creates a kind 
of nerve gas." "bas 

Usti’s air and its ‘color-coded 
scoreboard showing - the ups and · 
downs of nine different gases is even . 
bringing it fame, Air quality special- 
ists from Japan, the United States 
and Western Europe have flocked 
here like tourists visiting a chamber 
of horrors. medi 


“When they have just 10 percent of 
what we get," Mr. Cerny said, “they 
think they have a disaster.” > 


The scene is repeated across East- 
ern Europe as new Western comput- 
ers probe the haze over Budapest in 

· Hungary or the dust and soot over: 
Cracow in Poland and Sofia in Bul- 
garia. The onset of capitalism has 
not cleaned the region's foul air, soil 
or water. But its instruments. are 
nów measuring it. h 

. The stark message of the sensors 
is that almost five years after the 
collapse of Communism, the region's 
environment continues to decay. 

‘Chemical works, smelters,. coal 

- Mines .and power plants are still 
infusing air and water with waste far 

sing international standards 
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and causing severe health problems. Tox- 
ic dumps go on poisoning ground water and 
cities keep on spewing their raw sewage into 
rivers. 7 

What's-more, capitalism is bringing its 
own problems — more traffic pollution, less 
public transport, more plastic foam, more 
clashes between environmentalists and th 
peddlers of consumerism. | 


There have been some gains. Factory 
emissions have dropped, perversely the re- 
sult of a sputtering economy in which many 
plants have closed or slowed production. But 


m. Апа energy still comes largely from 
ily polluting brown coal. 
"Achievements?" a discouraged World 

Bank consultant wondered aloud. “They are 
few, rather fragile and very dispersed." 


. tral planning had more power than free- 


, aghast as scientists and film crews 


= 





regional leaders insist that, given the urgen- 
cy of economic recovery, the environment 
must wait. This policy decision underscores 


; а fundamental question facing Eastern Eu- . 


rope as-it continues its transformation. 


Should anti-pollution devices, fines and tax- · 
. es be further postponed in order to protect . 


East Europe Sniffs Freédom’s A 


= The main reason for this slow расе is that 
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factories and jobs? Or will this bring more | 
health and clean-up costs in the future, not.: 
only to restore the havoc of the past but also ` 


the new damage still being caused today? 
"Ihe modern.notion that development 


. and environmental protection should go to- | 


gether has not reached here," said Lutche- ` 


zar Toshev, the head of Bulgaria's environ- 


mental group Ecoglasnost. | 
In theory, Communism with its strict cen- 


wheeling capitalism to. avoid or prevent 
damaging nature. Yet, with its squandering 


of raw materials and energy, the economic | 


artifice made in Moscow’ produced excep- : 
tional levels of pollution that maimed the ` 
lives of many of its citizens. 

In the end, it was this poisoning that j 
provided a rare platform for challenging the : 
state when other forms of protest were not | 
tolerated. The environmental devastation ' 
became a powerful catalyst as citizens’: 


-groups formed throughout the East, spur- : 


ring broader protests before the fall of Com- | 
munism. Almost inevitably, in 1989, the new . 
leáders had.to commit themselves to an! 
urgent clean-up. And the West, looking on! 


swarmed over the badlands of Eastern Eu- 
rope, praised itself for doing better and 
promised to help. | 

But progress fell far short of goals, and : 
many of questioned why much of the almost 
$1 billion offered by the West for environ- 
mental improvement was not disbursed. · 

Blame is passed around. Western experts 
say that environment ministers have no 
clout, that their staffs are inept or keep 
changing, and that lobbyists are inexperi- 
enced or easily discouraged. 

Many Easterners say that the West dal- 
lies, is overly demanding and spends too 
much on experts dwelling in expensive ho- 
tels, instead of giving aid. 

"Look at Kozlodui,” said Radost Patera 
at the Bulgarian energy ministry, speaking 
of a nuclear plant deemed among the 
world's most dangerous. "Kozloduy gets 
more foreign visitors than our famous Rila 
monastery." 
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Regulation 


Lax Rules Attract 
Western Plants 


А popular argument in the West is that 
the transition t more modern, cleaner and 
more efficient technology, will inevitably 
cut pollution. Results so far haye been 
mixed. Several nations have copied the 
Strict environmental regulations of the 
West, but the main problem is enforcement. 

"Inspectors are not well-trained and not 
motivated," said Erica Bassin, a Canadian 
legal researcher. “And fines are low. There 
is little incentive to comply.” 
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In Hungary for instance, eight giant West- 
ern Corporations are already producing 
chemicals, plastics, detergents and cars, 
using this nation as a hub for exports to the 
east Hungarians say there is no mystery 
about t draws these companies. A senior 


; manager ata Hungarian chemical com pany 


called Borsodken, which-has formed joint 
ventures with several foreign partners. 
Said: “Foreigners come here because of 
cheap labor, because of lower environmen- 


Dorog in northern Hungary looks like a 
typical small industrial town: old stone 
houses and vegetable gardens coexist with 
dreary high-rises. But Dorog has no typical 
mayor in Anna David, a determined, 60- 


‘year-old pediatrician, Noting that Dorog's 


children had three times more asthma and 
bronchitis than the national rate, she 
blamed the local factories and in 1988, she 
founded an environmental group. 

In 1990, when Dorog held its first free 
elections since 1945, it elected her. With a 
private American grant, she hired a munici- 
pal environmental inspector. “You have to 
watch them all the time, the Hungarians and 
the foreigners," she says, complaining that 
the Richter-Gideon chemical plant, which 
has been acquired by France's Elf Aqui- 
taine, So far is still not treating its waste 
water. | | 

She worries more about Dorog's toxic- 
waste incinerator, the only one in Hungary. 
Built in 185 the incinerator was bought in 
1990 by RP, a subsidiary of France's 
Compagnie Générale des Eaux. 

"That French company thought it could 
do what it wanted," she says. “We fought for 
a year because of their pollution. We almost 
closed it down." | 

One recent day at the incinerator on the 
edge of to where the air stings like tear 
gas, an о ficial conceded that the plant's 
carbon monoxide emissions were 50 percent 
higher than the norms. “We are trying to 
improve," he said. “We will have ta change 
the oven.” 

Dr. Davi wants the entire incinerator to 
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tal dem ands and the lower health and safety 
standards in the workplace." 


and the carbon monox- 


ide coming from the local coking plant or 


from the chimney on every house.” 


The Water 
Fame Rivers 
Become Sewers 


А fitting place to gauge what happens on 
d is in water, and here the main 
barometer is the Danube, the continent's 


grandest waterway, fed by myriad tributar-. 


ies. The river is also the main transmission 
belt for waste, running the gantlet of dis- 
charge from eight countries as it sweeps 
through Central and Eastern Europe on its 
way to the Black Sea. 


+ 
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Istvan ljjas, heads а = Danube 
study group and has been taking the river's 
pulse for several decades. Asked about 
changes in the past five years, he said that 
Czech, Slovak and Hungarian tributaries 
were carrying smaller amounts of danger- 
ous heavy metals because fac ries have 
slowed down or closed. | 
“The drop is only small," he said. “We 
still have all the toxic heavy metals in the 
Danube.” The run-off from fertilizer had 


diminished since its price was no longer 
subsidized, he said, but the load of deter-. 


gents, heavy with phosphates, was growing. 

More troubling, he went on, was the Dan- 
ube’s rising level of bacteria and viruses. He 
blamed cities that have expanded sewage 
collection without building treatment plants. 
From Bratislava to the Black Sea, towns use 
the river as an open sewer, in. the process 
contaminating ground water. Budapest 


alone, beneath its seven magnificent 
bridges, expels the raw waste of million 
people, treating only 25 percent In Western 
Europe, waste water treatment is mandated 
by governments. ; 

. On the northern plains, river: like the 


Oder and Neisse still move heavy with 
= — 


waste. German engineers said that the Elbe 
has improved since many old 
industries were closed. But the Vistula, Po- 
land's main artery and principal dumping 
ground, is still deteriorating. Polish special- 


German 


“ists said that because of the flushing of. 


Silesian coal mines, the Vistula is now salti- 
er than the Baltic Sea, into which it empties. 
The latest survey by the World Health Or- 
ganization concluded that the water drunk 


in much of Eastern Europe is unfit for , 


consumption. 


It also noted that the poor air and water. 


quality contributed to the region's high 
rates.of lung diseases such as emphysema, 
asthma and tuberculosis, as well as hepati- 
tis, lead contamination and low b 
and birth defects. 





Аси Rain 
Where Pollution 
Killed the Forests 


On the cold and high plateaus where the 


German, Czech and Polish borders meet 


and tree stumps look as ° ravaged by fire, 


foresters have been planung new and hardy 
seedlings. Yet few young firs are surviving. 
In the valleys below, a phalanx of power 


rth weight 


plants and industries driven by brown coal · 


are-still spewing sulfur and ot, as they 


have done for more than three 


des. This ` 


region, dubbed the Black Triangle, is one of ` 


the world’s biggest makers of acid rain. 
These were once dense woods, but even 
the Soviet Army had to move its tanks and 
find new camouflage as the foul air killed 
the tree cover. 
In Berlin, Michael Röder, а 
environment official, recentl 


ernment 
recalled 


чп. mmu TH 


some curious Soviet-think. Instead of deal- : 
ing with the pollution, he said, planners : 


asked East German biologists to breed 
trees that were smoke resis | 
"They experimented for 20 years," he 
` said. “In the end, the sulfur always killed 
the trees." 


Along a 350-mile stretch, foresters are: 


now trying to restore 300,000 acres of lost 


trees and prevent the rest from dying. They ~ 


say these mountain forests are needed to 
retain water and snow, which now plunge 
down the hillsides, causing erosion and 
flooding in the spring and water shortages 
in the summer. трыв 

Along the Erzgebirge, the mountain range 
that divides Germany and the Czech Repub- 


- lic, Czech workers are spreading calcium to 


balance the soil. Specialists say it has be- 
come so acid that even the aluminum 
trapped in the clay is released, further 
poisoning plant roots and groundwater. 

In Poland, Andrzej Szujecki, a former 
forestry professor and mow deputy minister 
of environment, says he favors natural 
cleansing and regeneration. “But this will 
take decades," he said. | 

While forest death so far had been worst 


‚їп the southwest, he was now troubled that . 
for the first time, trees were dying further , | 
= : be as much a part of the problem. | 


east, in the Beskid Mountains. 
In July, when the European Commission 
released its report on forest damage in 35 


P European countries, Czech and Polish trees 


headed the list, with over 50 percent of 
conifers and deciduous trees having lost 
more than one fourth of their needles or 
leaves. к 
Тре airborne sulfur not only kills the 
conifers, which normally-live for a century. 
Doctors say the sulfur attaches to tiny soot 
particles that penetrate human lungs where 
it mixes with water to form a potent acid, 
damaging the tissues. а 
According to the Paris-based Internation- 
al Energy Agency, recent industrial decline 
has reduced energy demand by about 20 to 
25 percent in the region and thus proportion- 
ately diminished the dust and fumes coming 
off the power plants. But specialists say the 
noxious load in the region is still enormous. 
The answer to many of the region's trou- 
bles, many agree, is to replace its filthy 
energy sources, but policies differ. In Ger- 
many, instructions have been clear: by 1996, 
the remaining coal-fired power plants in the 
industrial basin of former East Germany 
must either have devices to minimize sulfur , 
emissions or close. т | 
In Poland the road is far longer. Ameri- ' 
can aid has helped build a sulfer treatment : 
plant.near Cracow and Dutch utility compa- ; 
nies have donated one at Belchatow. But' 
once operating, these scrubbers will clean 
only a small portion of the coal that ac-. 
counts for more than half the country's fuel. 
The Czechs, despite enormous and соп-' 
tinuing controversy, aim to finish a Soviet- . 
designed nuclear power plant at Тете! `` 
Vladislav Bizek, deputy minister of the er- :- 
ronment, said that in four years the country ' 
could obtain 40 percent of its energy from . 
nuclear power instead of today's 20 percent. ; 
Today, 75 percent still comes from polluting : 
coal and brown coat : 
Physicians and planners also worry about | 


the coal pollution people generate inside | 
their homes. In winter, when a sour fog | 


makes East European cities look like they 


belong in an old black-and-white movie, ! 


much soot comes from thousands of domes- 


tic heaters, stoves and boilers. While envi- 


ronment ministries everywhere signaled 


'the need for a large-scale switch to natural - 
· gas, only a few towns have started. 


-. In any. ene 


` believes that changing реор! 
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"Ina TRY discussion’ Western advis. 
Mir ш: sm. banner of energy Gree road 
| t simple : 
peter ek n сва could save 
15 proving tough. > 
| пе — Union j 
in SUdapest to promote ene i 
; sa 
x manuals to industry and pri ы 
5 to customers along with the meter 
readers. Its television Spots, wrapped in 
rock music, say, “You pay twice," for ener- 
gy and for repairing the environment. 
[an Brown, the British head of the center 
eli e's habits is 
difficult because of a dee ; 
Raps Р ply rooted sense of 
"Energy has always: been 
| extremel 
cheap and people see it as a social good," he 
said. Реорје have по notion that they are 


part of the problem, that they can do some- 


thing. They think everything is up to the 
Government." In reality, governments may 


TheMindset . а а 
Еог Ѕоте, Моге 
Is Still Better | 


How the missionaries of. Western ways 
can run into obstacles is illustrated by the 
black eye that bankers recently suffered in 
Bulgaria. A team of specialists from the 
European Bank for Reconstruction and De- 


cut sulfurous brown coal fumes. Bulgari 


But achieving this‘ 


S financing a сеп ^ 


velopment spent almost a year on a “А 


studies showed, could easily cut about 


percent of its energy consumption by reduc-- 


ing waste in industry. and power plants. The 


London-based bank, which uses Western. 


government funds for projects in the former | 


Eastern bloc, was ready to act , 
In July, а теат from the bank, armed with 


· theenergy savings plan and a loan, called on 


Nikita Shervashidze, the Minister of Energy 
in Sofia. But the minister, indignant, said 
that he would never sign such a plan, a team 
member recounted. He said that Bulgaria 
needed. more, not less, energy. He wanted 
new transmission lines and a new power 
plant. The bank, in consternation, sent more 


envoys. In the end, the team had to leave, a 


year's work lost. 


“That's the old-style thinking," the team 


‘member said, furious. 

At the minister’s office, ап assistant ех- 
plained: “Mr. Shervashidze wants to sell 
more electricity so the utilities can make 
money. He wants to keep the coal mines 


open. We have 32,000 miners and the unions 


are very strong.” 
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Losing a Chance?. меу 


EE ic uc d ate. CN 
5 = The assumiption among the Western baie 
ers :and businessmen: who-are helping to 

` shape the region's economic transformation 


„ 15 (па: the former East bloc. should mimic 


CST. тему 


. But. тапу environmentalists — — scientists 


. ` and economists among them — — question the 


гасе to simply catch up with the West and 
copy everything it has to offer. Already they ; 
worry that their culture and traditions are 
being swept. aside: by: the: new ey of 
"Consumerism. $i ЕВЕ ~ 
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i : thé! West Most powers-that-be i in the region : 
: agree, ‘judging. by. their? éagerness;to seek. . 
) sss i in of the European Union. - š E 


| 


"Мег havea :lot: ‘Of СЕЕ about i 


iwhether it;j: is possible to avoid the Westérn 


model of, of overconsuimpticn: whether. we can | 


avoid -its- excesses, 7? Said "Vladislav. Bizek, 


the Czech deputy minister ‘of the environ-_ 
ment We should: at least | get our consum- - 


ers into good habits | before they pick up ‘the 
bad ones." A RT 

"Some Eastern Europeans. even believe ‘in 

a “third way’. between Communism and 

; сарае Specifically, they argue that the 


transition in Eastern Europe provides an ` 


opportunity to do things differently. For 


. example, they say that Governments should 


 now-decide to build more railroads and. 
fewer roads and license only products that 


can be recycled, contain the least chemicals . 
or are otherwise the least envirmpmestamm Š 


harmful. | 
Тћеу argue that the governments must 


act quickly because it is now that peopleare ' 
eager to buy néw cars, photocopiers, wash-: 


ing machines and refrigerators. Once fac- 
tories are churning them out to meet ex- 
panding demand, it will be far more difficuit 


- to impose new ecological standards. 


'So far, however, this debate is at best ` 
theoretical. “Тће market is winning," said : 
. Zsuzsa Foltanyi, a Hungarian biochemist · 


` and coordinator of The Energy Club, a col-. 
` lective of ‘environment groups. “There 


seems no room for laws that can shape the 
behavior of the prodneer or the consumer. 


Anything goes." +. Wee n 


In Prague, brimming with tourists, envi-- 


.ronmentalists complained of the garbage, ` 
· the fancy new packaging, cans, plastics, „ 


_ foils and plastic foam that have produced a 


new kind of waste that may take a lifetime 


to decompose. The old Communist regycling ` 


systems for bottles, metals and paper have . 


. collapsed almost everywhere. s 


Andras Lukacs, a geophysicist who heads 
the Clean Air lobby in Budapest is among 


those deploring the arrival of the West's car : 
culture. In Hungary and Poland, freedom : 


has brought 50 percent more cars, fulfilling 


longtime dreams of their owners but also : 


i 
F 


clogging .up the narrow streets, blowing: | 


leaded exhaust and thickening the haze. . 
Mr. Lukacs said that i in the cities, auto 


emissions, including lead; and nitrogen Ox- ` 


. ides, аге so bad that ‘they are offsetting. 


improvements gained by the drop in indus- ; 


trial pollution. Use of unleaded gas is not 
mandatory and despite pressure from envi- 


ronmentalists, even new cars are not pee 
mired tn Ваша eatalwtie eenvertarc 


.. The rush for. the automobile is already. 
< eroding the Nast. t network of trains, trams -: 
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La Eastern "и faces а number of: 
„25 pollution and environmental ` l E 
`` problems, the worst of which are 


г. highlighted below. 1.1. 
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and its роойу maintained , 
` power plants produce dense ` 
„air اتود‎ in cities. | БЕ Ee 
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Most waste-water treatment x= : 


plants function poorly.. 


Antiquated metal-working 
se, Мы plants emit thick air pollution. 
р е а | | The oldest of the country's 
ere Í : Soviet-made nuclear reactors 
are unsafe. 












































ч. : Fertilizers, toxic waste, апа. . 2 ; 

ЈА lone bicyclist NOME in Prague i іп š E ТЕ untreated sewage contaminate 2 | 
| a throng of cars. Unlike some other 31 | rivers and streams. | | 
: о doner енын. "^ c zb E | i Most factories discharge 
| pe, Prague has по rme pase zb: Soviet military bases pollutes 38 i untreated waste into 
; Cars have few options if they want Î | large tracts of land. M waterways. 
; to get into the city center апа the ar ; | | š : Ni ames 
; pollution they generate is some of — : Pollution hotspots include the š Improper garbage disposal 
; the worst in eastern Europe. ^ ` ЗАЮ VALLEY and BUDAPEST. pollutes groundwater. 
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Nitrous oxide and sulfur dioxide ` At the Nowa 
from heavy industry in the Czech Huta Steel 
Republic and Germany drift | Works near 
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across the border. ' Cracow,an ` F 
: Garbage in cities often goes | obsolete S iM 
1 uncollected and disposal is furnace, in use + a 
haphazard. in | since 1966, emits 2 
А | | TERN large amounts 3 
: Hot spots for bad air and toxic . of carbon = 
: waste occur across the BLACK monoxide, 8 
| TRIANGLE which includes . Ds anita dos ds (1 
SOUTHEASTERN GERMANY, SILEBIA ала and other toxic ` | a ae edu i | ul p ee 
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Source:The Regional Enviromental Center for Cental and Eastem Europe à : ted Е a . ае pei ate 
The New York Times/photographs by Robin Graubard (Poland) dig gine ; Pavel Horejsi (Сз Rep fer The New York Times 
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v. $. Utilities Helping Czechs to Curb“ 


ЕСІМ, Czech Republic, Sept. 15 ` ` | 2 


— Неге. іп the heart of one of Eu- ` 


- rope's most polluted regions, three 


-American utility companies аге 
embarking on a project that епу: 
ronmentalists hope will show the. 
world a-new way to reduce the 
."greenhouses gases" that are be- 
‘lieved to be altering the world's 
climate. | i 

The utllitles are to break ground 
on Monday for a gas-fired power 
plant to replace а .coal-burning 
plant that has been spewing heat- 
trapping gases and polsons into the 
‘alr since it was bullt in 1980, 

. The plant, which will supply heat 


and hot water to apartments hous- 


. standards. 





Ing about 4,000 people and contrib- 
ute a small amount of electricity to 
-the local grid, is minuscule by world 
But scattered across 
Central and. Eastern Europe and' 
the former Soviet Union are about 
‚80,000 dirty power plants like the 
one here, and if this experiment 15 
‘successful, it is likely to be copied. > 
"""This, is the first project of its 
kind in the world,” the United 
States Energy Secretary, Hazel 
O'Leary, sald at а news-conference 
in Prague, “It's the model, You 
need one or two successes, and then 
others will come," wj. a 


concrete results of decisions made: , 
at the 1992 Earth Summit. In. Rio де. 


* Janeiro and a follow-up. meeting In" 


ELO Ad 


Berlin this year.” | 
.At the Berlin meeting, niost ot ihe 


‘world’s’ countries accepted а new =: 


concept ‘called “Joint: implementa: ` 


. tlon,’ "under. which; ‘governments. 





. and companies can: ‘receive: credit .* - 
.enacted.a law allowing utilities to 
count. thelr pollution -reductions .. 


toward their domestic ‘pollution re- ; 
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: The New "York тик, 
„А. new power plant for. Decin is | 





expected to improve air quality. 


projects abroad, 


. "Greenhouse gases don't respeet | 
political boundaries," sald Roger 


Dower of the World Resources In- 


monitor to try to insure that pro- 


jected reductions in pollution here 
are achieved. "We're moving Into a. 
· new era where we not only under- 
stand the Importance of.this Issue, 


but we're also coming up with some 


‚ creative and promising solutions." 
.. The announcement of the project: 
. came after mounting evidence that 
: global warming is continuing and 


that pollution 15 part of the reason. 
Under the accord signed in Río, 


lower their levels of greenhouse gas 
emissions to 1990 levels by 2000, 


-American officials have conclud- ' 
"ed that the United States wlll fall. 
“short of that. goal, but they have 
embraced the idea of "јони Imple- 


mentation” as a strategy that could 


: have even greater effect. ` 


. The United States has not yet 


t a 







an environmental group . 
that will ‘serve as an independent ` 


The project.IS:oné;of the f irst. industrial nations are seekin g to ‘These levels would have to qual- 


r Pollutants 


abroad ‘agalnst reductions ` they 


would otherwise be expected to. 


achieve at home. But many utility 


’ executives predict that such a law 


may be enacted In the years ahead, 
and are seeking experience in ways - 
to cut emissions abroad. 

Апа American utilities are ac- 


tively seeking markets in the devel- | 
oping world, from which almost all ` š 
` of the future Increase In demand for - | 
electric power is likely to come. 4 


The utllitles behind the Decin - 
project — Wisconsin Electric Pow- 
er Company, a unit of the Wisconsin 


Energy Corporation; Nipsco Indus- : 
and Common: , 
wealth Edison of Illinois, a unit of . | 
the. Unicom Corporation — are hop- 
„Ing that thelr work here will posi- 
tion them for future contracts In the . 


tries of Indiana, 


Czech Republic and elsewhere If 
emissions of pollutants and of gases 
like carbon dioxide are restricted. 
.Decin, a town of 55,000 in north- 
ern Bohemia, is in the heart of the 
“Black triangle," а highly polluted 
region that includes corners of Po: · 
land and the former East Germany 
as well as the Czech Republic, Тһе. 
incidence of respiratory ailments 
and malignant tumors in Decin 15 
more than 50 percent higher than In 


the rest of the Czech Republic, апа. 
. diseases during pregnancy are four | 


times as frequent. 


ify us as an environmental disaster 
area,’ sald Milan Kune, 29, the 


‘Mayor of Decin, who has been a 
Й particulate and coal ash emissions, : 


driving force behind the project. 


` "We now see the possibility of con- ` 


fronting this problem, and at the 
same Ите contributing to the glob- 
al environment," ` | 
‚ Тре пем 10.6- megawatt plant In : 
Decin is to cost $7 million to build... 
The Czech Government 18 paying. 
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Josef ‘Chatousd.1 manager, t a Lol power plant in Decin; ‘explaining. а. 
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| Richard О Role Tür The New boves Times ` o7 


plan by, three. United States companfes to convert | itito:a- таа 


4 plant as.an' experiment intended to. reduce: Linien gases; „ү Mt 





' most dt the cont: with the Anaien 


utilities putting up $600,000 and the. ° 


Danish Government contributing a 


similar sum. iik p 
‚баз will come from Russia, 
through a 10-mile spur that will be 
bullt off a pipeline that runs nearby. : 
When it comes on Ипе next Septem- .' 
ber, the.new plant.will emit 31 рег: _ 
cent loni greenhouse gas than the . 





She Fin there would also be a 90. ' 


‘percent drop In sulfur dioxide emis- · 
slons.and complete elimination of ; 


At the old plant, which ts still”. 
running, mountains of soft lignite 2. 


- coal are piled outside. ‘The-coal is^ 


carried by: a conveyer belt Into’ a: 
‘blazing furnace. Outside, the alr 8, 
pungent and- faintly nauseating.. · 

; HM 15 опе Of, four such pars, п. 
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proe or T HOY ^us 

А АТТ ‘of. Which: ‘abe: ДҮЙ Te 

' placed by gas-fired plants by.2000.: 
“Conditions :hħere: have ‘gotten: a^ 

. little better since 1990, but we still ; E 

' don’t -have сапу: :healthy children? 

here,".:sald ‘Jósef ` Charouzd, the: | 


п ata ty Дн. : 
` plant manager. (7 4. id 


. "Before 1990, parents didn't al- : 
, low their children to play outside at ` 
- all between November and March, : 
h bad," Mr; 
Charouzd- cade “Both, of my own | 
; kids. have serious ` asthma; "They. . 
'eough and havé'selzures. But with 
` the new plant being built, Ithink We ` 
· can hope that thelr child ren will live 
„in а much‘cleaner. enyironment, , 
“There's. .only;one' ‘bad aspect of 
this ptoJect'iThe new plant will take . 
only 5 people to operate, not 35 llke 
fiver gels Нин: Ш. КОЕ 
p DE rry Me iib on 
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| - Succeed, 
sald. they wil add to 2 string of accords for 


injection to Honeywell's Czech ‘unit. 
Return to Control Systems 


Performance contracting, 
way for Eoneywell to market ifs heating-con- 
trol systems, is just ane example of its drive 


of Honeywell me's tote! 957 billion sales 


[п 1995. | 
Another focus is the Middle East, where 


псе | sales are growing 30% x year and should rep- 


resent G% to T9» of Honeywell Europe's total 


Growth is being driven by sales of control sys- 

tems for : waterman- 
Mr. Ferrari said Honeywell Europe's sales | 

growth i the first half af 1955 <Пррей to about 


10% from И for the first half of 1395, mostly 
because of Ше! : За нађе 





| ci AME эк аланны 
buy rating for the company’s stock, witch she 
two years. | 

Нег growth ош оок is aiso im line the om- 
pany's overall obj ol boosting sales 
about 40%; to $10 billion by 2000. ` 
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Honeywell In The News 
Doner Ness | 
ahs 190 


а continuing 32 i UT 
series on major AES 
changes in 
China. 
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pretty. The 

Ву Dave BEAL sun doesnt shine 

Soon many days in 
STAFF WRITER | 


. are ad- 
vised to drink bottled water. Polluted 
air and water and many other environ- 


ability to curb the degradation. 


| fear conditions will get worse 
before they get better. 
The good news: a growing commit- 
ment from Chinese officials to attack 


h* ппеѕога aciuding Hon- 
е ropnam Нап law firm 


ly can get a handle on them. That 
position runs to 
doomsayers that degradation of 
the country, adversely: affecting the 
rest of. the world as well. Further. 
more, the capital and technology need- 
ed to attack the problems are becom- 


П environmental issues," 
Nick Anderson, a project officer and 
tor for the World Bank's envi- 
ronmental programs in China. One 
example: China's intention to phase out 
leaded gas by 2000. 





eventual. | 


Anderson cites rare exhortations by 
two of China's top leaders, President 
Jiang Zemin and Premier Li Peng, in 
private meetings this year. They urged 
расни qe iu all levels to put 
a priority on environmen- 
tal concerns. Anderson also notes that 
China's lon State Council this 
year called for stronger enforcement of 
environmental laws and rules, plus 
more review and monitoring of the peo- 
ple charged. with enforcing them. And, 
he says, Chinese citizens are becoming 
Inore assertive in reporting infractions 
that damage the environment. 

Earlier this year, the central govern- 
ment shut down roughly 1,000 pulp 
and paper plants, tanneries and brew- 


eries that were polluting China's Наш 


River Basin. Thousands of workers lost 
their jobs. - г 

"When you put all of these indica- 
tors together, one gets the impression 
that they have ratcheted by up a few 
notches their concern about environ- 
mental issues," Anderson says. 

Over the last six years, the World 
Bank has pumped roughly $2 billion in 

Ing into environmental projects 
in China, which lacks the capital need- 
ed to finance such basics as wastewa- 
ter treatment plants. Three-fifths of 
that money has gone into efforts to 
improve water quality and treat 
sewage. 

Two other two big funders have 
emerged for such projects: The 
Japanese government, worried about 
the threats of polluted fishing lanes 
and acid rain from emissions at-Chi: 
nese power plants; and the Philippines- 
based Asian Development Bank. 

Some of China's environmental poli- 
cies have stirred immense internation- 
al controversy. 

By far the biggest and most disputed 
of the country's environmental projects 


.. 541 


is the Three Gorges Dam. under 
construction at the midpoint of the 


ing project of the 20th Century, is 
ed to be the second man- 
made object visible by telescope 
from the moon: the only one today 
IS the Great Wall of China. Esti- 
mates of the project's cost and 
completion date range from the 
€ government's $12 billion 
and 2009 to outsiders' $70 billion 
and 2019 date. 
The dam will generate 18.000 
megawatts of electricity or half 
again as much as today's biggest 
power-producing structure, the 
Itaipu Dam in Brazil. Backers tout 
the dam as a godsend. They say it 
i vide much relief frorn Chi- 
er floods and eliminate the 
many coal-fired plants 
the air with carbon diox— 






ide. 

But environmentalists and other 
critics counter that the project 
will force 1.2 million people to 
relocate. submerge 104 towns and 
100 archeological Sites, unleash 
toxic wastes locked in adjacent 
land for centuries and disrupt the 


migratory patterns of already- 


rare species. 

Another hot button: China's 
"one-child policy," seen by its ad- 
vocates as a successful strategy to 
protect both the: environment and 
the economy by holding down the 
birth raté | Limiting many families 
to one child has reduced pr 
оп the government to provide for 
the basic needs of China's huge, 
mostly lower-income population. 
Critics have lambasted the policy 
for discriminating against women 
and using abortion and other con- 
troversial means to enforce strin- 
gent population controls. 

Anderson and many other Chi- 
na-watchers say the environmen- 
tal problems caused by China's 
rapid economic growth still 
Swamp the progress being made. 
More consumption continues to 
generate more waste. 

In China, according to the World 
Bank, 13 of 15 sections of China's 
seven major rivers flowing past 
cites are seriously polluted. Be- 
yond the cities, ће bank's studies 
suggest that only one of seven ru- 
га! Chinese enjoys truly safe 
drinking water. 
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China's big cities have some of: 
the worst air pollution in the 
world. says Chris Bacon. a consul- 
tant for the World Resources Insti- 
tute in Washington, D.C. He cites 
figures from the UN-backed Glob- 
а! Environmental Monitoring Ser- 
vice that show total suspended 
particulate emissions for Chinese 
cities in some cases are higher 
than those for Calcutta and Bom- 
bay in India. 

Motor vehicle pollution, still low 
by Western standards, is increas- 
ing in China's big coastal cities as 
more consumers find themselves- 
able to buy cars. 

Postcards from Shanghai depict 
a big-shoulders skyline against a 


- baby blue sky. Often, the reality is 


a dispiriting haze that settles over 
the city, making its endless towers 
and construction cranes barely 
visible beyond three or four miles. 

Towering rates of economic 
growth, averaging 9.5 percent 
over the period of 1980 to 1994, 
have raised serious environmental 
concerns, according to the Joint 
Economic Committee of the U.S. 
Congress. In a .hick report about 
China's ewe published four 
months ago by the committee, Chi- 
na scholar Carl Riskin cited: 

m Serious air pollution, caused 
largely by heavy-dependence of 
coal, which accounts for Тә per- 
cent of all commercial energy. 


China annually burns an average 
of one ton per person of mostly 
low-grade and dirty coal, much of 
it in inefficient power plants. 
Burning this coal pollutes the air, 
creates acid гай, 4 contributes to 
global ` ming and produces ash 
residue vastes, 

Yet coal cornbustion is expected 


to keep growing, posting China's 
‚ production and share of world 


emissions of greenhouse gases. 
Chinese leaders defend them- 
selves, saying the industriali 


world is largely responsible for ` 


global warming and thus should 
heln ease that nrnhiam 

ш More than 300 Chinese cities 
lack sufficient water, and farmers 
red get the irrigation water they . 


n 


waste is treated, and only half of 
what gets treated meets China's 


national treatment standards. 


High-speed economic growth, 


= 


— year, they helped 


Lm n = 
ce aes 


while critical їп raising living 
Standards and minimizing social 
disruption, has led to “widespread 
and severe environmental degra- 
dation in both rural and urban аг- 
eas," Riskin concluded. "Pollution 
of air water and land has wors- 
ened, and the loss of farmland to 
industrialization, housing and road 
construction has accelerated.” 


Yet China’s open door to forei 
‘Investment, sack has driven so 


much of countrys economic 
growth. also 15 attracting new heip 
in coping with environmi 


ties. One example comes from 
Honeywell, which is attempting to 
uid its district Healine and auto 


b Ct heaung and auto- _ 


mated controls businesses into big 
5 in 3 huge Mark 
Honeywell has substantial dis- bstantial 


dis- 


О Su 
trict heating contracts in Europe . 
a year ago, the com won its 
n Fs contract Pe Сыа Chino 


is in the early stages or a broad- | 


scale attempt to clean up 15 air 
v Convertin ings in its 
northern cities to district heating | 
from pollution-spewing furnaces 








that burn созі. Und | 
contract, financed bv the World 
пк. fione provides moni- 


torin con systems to 
help the state-owned Bering Dis- 
trict Heating Co. зипрју steam- | 


е „тоге than a 
fifth of the homes and commercial 


Honeywell also is pushing plans 
to Sell Š заета анау OT ЗЕЕ. E атаў or ener gy- 
efziciency products — thermo- 


for the Chi- 


nese market _ 
Michael Bonsignore, Honev- 
wells CEO. believes much of the 


company's ct is 1deallv 





es of energy. 

At Popham Најк, attorneys 
helped the Chinese rewrite their 
noise pollution laws last year. This 
China shape an 
occupationa: health and safety 
law. Part of the latter effort in- 
volved setting up a U.S.-based con- 
sortium of multinationals — Moto- 
rola, Exxon, Owens-Corning and 
10 other companies — to help Chi- 
na develop its law. 
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John Childs, an attorney with 


the firm who spends about a 


fourth of his time on Chinese envi- . 


ronmental law, Says officials in 


Beijing аге Showing much less 


hesitancy now than а 
| year 
то ug е Une эшш 
е ерш tin iron- 
meta iani g environ 
“I think the most hopeful sign is 
more of a willingness on tbe bart 
of Chinese government officials to 
relay on, accept or be Open to 


American Or western advice," 
Childs says. 


Popham Haik opened a Beijing 
office in 1995. Earlier this year, 
the firm sponsored a m Ag Ш 
Minneapolis with Qu C ng а 


government. 
Many people believe China has 
the best set of environmental laws 


of any developing country, Says 


the World Bank's Anderson. But 
Anderson stresses that enforcing 
the laws. which can cost the Jobs 
of Chinese workers, is the Кеу to 
cleaning up the environment.. 


On that count. Anderson récalls 
a promising development at the 
peak of the tensions iast spring 
between the United States and 
China over Chinese military ma- 
neuvers near Taiwan. At that 
üme, two widely publicized inci- 
dents of alleged of hazard- 
ous waste from the United States 


to the cities of Shanghai and Qing- - 


dao stirred widespread protests in 
‘China E 


But a NEPA official told Ander- 
son the allegations had the un- 
planned effect of causing phones 
to ring off the hook in environ- 
mental agencies across the coun- 


try. Callers wanted action against - 


environmental law violators from 
within China. | 

"Ihey said. "We see the same 
problems in our area,” Anderson 
Says. | 
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PACIFIC BASIN ECONOMIC COUNCIL—29rs IGM 


15 Million Mega 


keeps growing and growing. 
mam 15 million megrwars of addicoml 
росе страст will be required.” mid Emax 
Rubio del Cuero. Corpora Direcor of 
CoritnesdeMexico. x Rubio moon yon 
$ concurment semen on “The шыште 
“eed for Enerer in che Pacific Region.” 

And like che peripatetic pink piteh-rab- 
Эй. isarating power generasion capability 
:3 the Pacific region must mun a gnda 
fore coming online. 

“If the region is to continues its amazing 
::onomic success story, it will have to do 
nore than. produce or import the energy it 
=й: it will have ro Sind and suszain 2 mm- 
же supply in an environmencilly responn- 
Ме way, and use it cfiiciendy,” mid pandis " 
daroen АЈ Rasjid, Chairman of the Board 
£ PT Caleex Pacific Indonesia. 

Promodng the csent use of clecric 


ower is eidal said pandit Micha { T | i 


onsignore, Chairman ind CEO of 


Honerwell Ine. 


“Eficency technology i the mor cost- 
= ЕЕ НИЕ ТЕ 
nergy тезошгог for the Разве Basin and the 
vorid.” he sad. 71 challenge vou to join mein 


naling a commicment to energy ficiency.” 
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"Raising wing sundards for an exploding 
pepaladion base will demand consrucsion of 
many power genemting facilities in Аза.” sud 
of Aascralia’s Pacifc Coal Pry. Пирей. 
"Imagine the demand increase tha will arrive 
as the populous mions of China. India and 
Indonesia raise their sandard of vine." 
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Thcpanclins differed in their predictions of i 


what energy source would be bar usiized te 
-Coal is che бы] char will meer Asias corey 
needs.” nid Ме. Horecod, noting dar Am 
1 ished fom supply shocks, and das- 
burning coal power technology isi . s 
"The popular choice will be патша] gas" 
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PPMT 203 VIEWGRAPHS: CLASS 17 
ENVIRONMENTAL REGULATIO 
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GLOBAL WARMING 


Science 





Says 


Ihe Heat [$ On 


Despite furious debate about the greenhouse effect, there's little doubt that 


we're altering the atmosphere, and that the earth is warming. If the trend 
continues, our kids will see faster climate change than has occurred for 
more than 10,000 years. Оп balance, that probably won't be good news. 


By David Stipp 


DRIVING THROUGH 
the dustv mountains of 
Southern California, 
you'd think druids from 
Pluto had landed—a 

— ring of metal cylinders 
sticks out of the chaparral like a futuristic 
Stonehenge. You'd be wrong, of course. 
It's really a time machine. 

Fifty feet in diameter, the ring has ef- 
fectively transported the plants within its 
ambit to the year 2050. Bv then, the level 
of carbon dioxide in the earth's atmos- 
phere is expected to be about twice what 
it was before the burning of fossil fuels be- 
gan releasing massive amounts of the gas. 
To plants, for which CO: is food, that will 
be like a steady diet of chocolate ice 
cream. The dwarf oaks, shrubs, and other 
flora within the rmg already are living in 
fat city, thanks to CO: streaming from 
holes in the tubes—the concentration 
within the circle is about 550 parts per mil- 
lion, the projected 2050 level. 

The open-air experiment isn't a perfect 
time machine, for it doesn't simulate the 
possibly warmer climate that rising CO: 
may cause—the worrisome greenhouse ef- 
fect. Still, scientists at San Diego State 
University who erected the ring hope to 
shed light on a key question: Will plants 
grow faster as CO: rises, absorbing 
enough of the gus to offset its warming ef- 
tect? Thats very hard to answer without 
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letting nature run its course for years at 
higher СО-, says Walter Oechel, who di- 
rects the university's global-change re- 
searchers. As plants start bulking up. pop- 
ulations of herbivorous insects may 
explode, preventing much extra CO: from 
being socked away. Or speedier growth 
may be checked by scarce soil nutrients. 

Such complexities make climate fore- 
casting almost as tricky as predicting the 
stock market. Feedback loops pose the 
thorniest problems. For instance, as icy po- 
lar realms warm, they'll release CO: that’s 
been locked for millennia in frozen or- 
ganic matter. This “positive” feedback 
would speed warming. But at the same 
time, more plants will grow on formerly 
frigid tundras, absorbing released СО:— 
a negative feedback. Rube Goldberg 
would have loved this stuff. 

Another positive feedback has rewed 
up recently: hot air emitted by selt- 
appointed experts on global warming. 
Rush Limbaugh, unsurprisingly, has taken 
to denouncing climate change as “environ- 
mentalist wacko” baloney. Gloomsayers on 
the other side oversimplify the science and 
ignore the law of unintended conse- 
quences, which is likely to cost us heavily it 
governments act in the heat of the latest 
hot summer. From the wildly differing 
views, you'd think scientists hadn't pinned 
anything down. That's wrong. Here's a 
progress report on a few key questions. 
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Is global warming real? 

When the crop-withering drought of 
1988 first made the greenhouse effect a 
cause célébre, there were lively scientific 
disputes on this. Researchers since then 
have collected and analyzed thousands of 
far-flung historical temperature records. 
Together, the data show a gradual rise in 
the global average that's hard to dismiss as 
the result of mistaken measurements or 
regional skewing. The 11 warmest years 
this century have occurred since 1980, 
helping to melt remaining doubts. 

Other telltale signs: Sea levels have 
risen by five to ten inches over the past 
century. Spring arrives about a week ear- 
lier at northern latitudes than it did in the 
1950s. Alpine glaciers are melting world- 
wide. In Montana's Glacier National Park. 
glacial areas have shrunk by more than 
two-thirds since 1850— they're expected 
to vanish by 2050. 

Even skeptics now concede that the 
earth has warmed by about one degree 
Fahrenheit since 1850. 
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For better or d the climate-change issue has moved from the talking to the acting 
stage. Governments aren't likely to agree on drastic measures soon, but upcoming 
negotiations in Japan will make one thing clear: Global warming 15 here to stay as a hot 
button for policymakers, a wild card for business, and a disturbing prospect for us all. 





= 
a 
at, 
CURT аи 
= Ç 
ere mi 
Y a 
ج‎ 
——— rà 
Tea 
a 
-' 
=. ~; = 
' 
"i 
AT 





С їйїн {ПЛА 





18VH2 змгиноз 


1995 2035 


By David Stipp | беба 


THERE'S МО JUSTICE IN GLOBAL WARMING. DEALING WITH by 2010. President Clinton has countered with a plan to 
it means asking people to shell out for insurance to cover cut emissions to 1990 levels by 2012. Meanwhile, devel- 
risks that stem from choices made long ago. Future gen- oping nations insist the industrialized world cut its emis- 
erations, largely in faraway lands, would be the main sions to 1990 levels by 2000—and compensate them for 
beneficiaries. No wonder aggressive action is a hard sell. any economic fallout they suffer as a result. 

But the science on the issue is getting a little clearer Don't expect an accord that will make the problem 
(see "The Heat Is On"). Now most experts agree: go away. Still, the Kyoto talks will underscore that the 
There's real cause for worry. At press time, delegates global-warming debate has shifted from whether the 















from more than 150 nations were preparing to go risks are insignificant to what actions to take. 
to Kyoto, Japan, to explore ways to ad- ләә That means the stakes have gone way 
dress the problem. If the precon- — 28 Fis, Ра up. Just ask Al Gore, who's likely 
ference bickering is any indica- ЛР ЗЕ EET. О to find himself between a rock 
tion, the talks will mainly fea- deco CS ЖН SS and a hot place as the de- 
ture countries standing far bate intensifies. 

apart and drawing lines Business people can’t 
in the sand. afford to ignore what's 


At issue: how much 
to cut emissions of 
“greenhouse” gases 
thought to con 
tribute to global 


happening, either as 
citizens of Earth or 
as stakeholders in 
the economy. Face 
it, though: It’s hard 


warming—mainly to think globally 
carbon dioxide and long term 
from burning coal when you're com- 
and petroleum. | peting in the here 
The European Un- Cir o Xe RM MONET uo | and now. What fol- 
ion has proposed Gui рл WR Sees CEP E, S lows is meant to 
cutting emissions ех колум give you some quick 
15% below 1990 levels perspective. 
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At Risk: Profits and Jobs © 


Earth has a serious problem. The developed world will have to pay. Jobs are at risk as much as profits. When 
the heads of five major companies from across the U.S. business spectrum met in Washington to discuss global 
warming, they agreed on those tough realities and another point as well: They re afraid of Al Gore. 


Їп early November the 
leaders of five major 
U.S. companies ac- 
cepted FORTUNE 5 invi- 
tation to meet in Wash- 
ington to discuss the 
corporate, national, and international 
implications of global warming. Alex 
Trotman, CEO of Ford Motor, has long 
been outspoken on the subject; in recent 
speeches he has warned that firm mea- 
sures against global warming should not 
be taken until the science is clearer. 
William Ruckelshaus, chairman of Brown- 
ing-Ferris Industries, headed the Environ- 
mental Protection Agency under Presidents 
Nixon and Reagan. Paul O'Neill served 
as deputy director of the Office of Man- 
agement and Budget under President Ford; 
he runs Alcoa, a major energy user. Linn 
Draper, CEO of American Electric Power, 
represents a top electricity supplier and a 
major burner of coal. a heavy contributor 
to global warming. Michael Bonsignore 
runs Honeywell, a world leader in tech- 
nology for emissions control. 

Several of these leaders have met privately 
with President Clinton in recent months to 
discuss global warming; a number attended a 
White House conference on global warming 
at Georgetown University in October, along 
with the President and Vice President, cabi- 
net officers, academics, and other business 
and labor leaders. 

Not long ago, these same executives 
would not have acknowledged that global 
warming was even a problem. Today they 
do. In talking with FORTUNE, they focused 
on the real-world difficulties of achieving a 
noble goal. Thev warned against setting 
rigid limits and deudlines, arguing instead 
for international trading of emissions rights 
and a Marshall Plan approach that would 
foster technology transfer to developing 
countries. They also dealt some blunt ad- 
vice to President Clinton and Vice Presi- 
dent Gore. 





д: ER ин ву i Күз 
: M j i АН it as * = 
їч". F 
dd уд У “a + "m TEL i 
wb u 1 kos 
- ЕЕ š | x k 
cim MN ыў 
xcd ; ыл L З 
` -F, 152 E 


30 





1+ FORTUNE December 5, 1997 PHOTOGRAPHS BY JOHN ABBOTT 


How real is the problem af climate change? 
Trotman: We don't see any reason to argue 
with the data. There's a buildup of CO: 
over the past 100 years or so in the atmos- 
phere. We're prepared to accept that the 
earth has warmed somewhat, by maybe 
half a degree. | 

But what's causing that? What is the rel- 
ative Impact of mankind's activities and 
natural cyclicality of the climate? What 
are impacts ^^ various alternatives that we 
might adop: to address the buildup of 
СО? We just need to work like crazy to 
build our scientific knowl- 
edge of cause and effect. 
There's an awful lot we 
don't know. Perhaps in 
five to ten years we'll be a 
lot smarter, because com- 
puter technology is im- 
proving quite quickly. 


Would your view be that it's 
wo | taking some action? 
Trotman: The Intergovern- 
mental Panel on Climate 
Change [IPCC] said 
there's reason to believe 
that human activities are 
a: ieast part of the prob- 
lem. We're prepared to 
go with that assertion. 
Mankind is part of the 
problem, and therefore 
we should be doing things 
now to address that. 
Ruckelshaus: To a certain 
extent, your question sug- 
gests that businessmen 
should engage in scien- 
tific debate. It is a little 
hazardous even to engage 
in business debate, much 
less scientific debate. 
[Laughter] 

The consensus is that 
global warming is a real 
phenomenon, and the in- 
troduction of CO: and 
other gases into the at- 
mosphere is causing 
warming to occur. The 


Taking the measure of a 100- 
year problem (left to right): 
Alex Trotman of Ford Motor, Bill 
Ruckelshaus of Browning-Fer- 
ris Industries, Paul O'Neill of 
Alcoa, Linn Draper of American 
Electric Power, and Michael 
Bonsignore of Honeywell. 





buildup is cumulative. It 
isn’t as though if we stop 
building up tomorrow, 
we're Okay. This stuff 
stays up there for as much 
as 100 or 200 years, in the 
case of СО». So what we 
do today has an effect on 
what’s going to occur 
later. Most people believe 
we can’t avoid doubling 
what we were putting out 


compared with preindus- JOU saw how 2,500 we ought to do. She said 
trial rates. Р , а that the Senate isn't going 
So it makes sense юг Sclentists signed to ratify anything anyway, 
us to try to determine so we should go to Kyoto 
what steps today would fhe r eport? There [Japan] and negotiate the 
give us тє time, so " . toughest [deadlines and 
that if w- ide we fi- агеп' 2,900 people limits] we could possibly 
nally hav- -aake some imagine. [Laughter 
really dramauc response, Who know enough penne, 
we haven’t put ourselves PNY : What do you expect out of 
up against a deadline about this subject Kyoto? .. 
that is virtually impossi- 5 iss Ruckelshaus: I would guess 
ble. At the center of this [0 opine on ії. there would not be an 
problem is whether free agreement on deadlines 
institutions can cope —Linn Draper and limits. The danger is 
with these kinds of American Electric Power that the debate becomes 


chronic global problems. 

That's an open question. 

O'Neill: There 4s absolutely no doubt that 
CO: concentrations have risen. I’m a little 
more Cautious about accepting scientists 
and letting the»: do my bidding. [Some sci- 
entists at] the White House conference 
were there as political advocates. The 
IPCC used some very squishy words that 
you don’t normally find associated with 


science. It’s not like two plus two. We're 


not at that stage. 

What I've said inside my own industry, 
and inside my own company, is [ have a lot 
of respect for people with scientific train- 
ing, but if you don't mind, I'm going to 
run it by my common sense. I found that 
pretty therapeutic, because a lot of the 
things people lay on you as though it were 
a receipt from God turn out not to be from 
there. [Laughter] 

Draper: [You saw how 2,500 scientists] 
signed the IPCC report? I know for sure 
that there aren't 2,500 people who know 
enough about the specifics of ins subject 
to opine on it. But it's clear to me that 
there is an increase of СО. that it's prob- 
ably not for the good, and we ought to do 
something about it. 

O'Neill: Part of what's driving this is not sci- 
ence as much as emotion about the envi- 
ronment. At the White House conference 
in Georgetown, sitting in front of me was 
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Jane Fonda. [Under Sec- 
retary of State] Tim Wirth 
came by and introduced 
her to me. She said, “I'm a 
triend of the greens. What 
are you doing here?" 

ГИ bet you I know а lot 
more about the science 
than she does, but there's 
no doubt in her mind 
about what we ought to do. 
Draper: She told me what 


so rancorous and divisive 
that we bust apart, and 
nothing much else happens. 

We really need to get on with a better 
understanding of the nature of the prob- 
lem, do the things that make sense to do 
anyway, and start understanding what it 
takes to devise some sort of global emis- 
sions trading system. 

O'Neill: I don't think the mandatory part of 
the President's program will be adopted 
in Kyoto. I'm very hopeful that they will 
find some middle-ground solution that in- 
tegrates and continues to involve the de- 
veloping nations. If I were writing the 
script, I would say 2005 would be when 
people ought to get back together with the 
additional knowledge, and then maybe 
agree on a program. 

Draper: I don't believe that there will be 
agreement on targets and timetables ei- 
ther, simply because the positions of the 
developed countries are so far apart, never 
mind the developing countries. 

Bonsignore: I'd like to think that there could 
be some kind of a compromise on at least 
the establishment of some objectives. in- 
cluding a mechanism to transfer technol- 
ogy from the developed world to the de- 
veloping world. 


President Clinton has come out with a fairly spe- 
cific position—that industrialized countries 
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should reduce emissions of С02 and other green- 
house gases to 1990 levels by 2012. The Euro- 
pean Community wants ever steeper reductions. 
What effect would it have on your company if ei- 
ther proposal were adopted? 

Trotman: One of the things we fear the 
most is that we would have to address 
. stringent targets with today's technology. 
We're a long-lead-time, capital-intensive 
industry. ТЕ we were to change over a 
number of engine lines, for example, [it 
would cost] billions of dollars using to- 
day's technology. By the time we're just 
about to start making those engines, we 
will have discovered, 1 guarantee you, 
some major leap that we will have 
negated by investing early. 

There would be a major impact on the 
economy in the United States—because 
we're talking about an energy diet of 
about 20%. We have a standard of living 
in this country that's here [holds right 
hand two feet above the table]. A lot of the 
rest of the world is down here [holds left 
hand at table level]. There seems to be an 
inclination in some people's minds to do 
this [levels both hands one foot above the 
table]. 

Our objective should be to give [the rest 
of the world] their dream—transportation 
and air conditioning and housing and so 
forth—much as we have it in the United 
States. 

Ruckelshaus: The challenge is, how do you 
[raise living standards] in a different way 
in terms of emissions? Not to tell people, 
“You can't aspire to our 
standard of living,” but to 
demonstrate that the 
pathway to achieve it has 
to be different than ours. 
O'Neill: For the aluminum 
industry, the withdrawal 
of coal as an energy 
source is happening any- 
way, [as part of the] relo- 
cation of smelting to rel- 
atively nonpopulated 
areas that have hydro- 
electric power or natural 
gas. If we agree to some 
binding targets, 30 or 40 
or 50 years from now 
there will be different 
distributions of where en- 
ergy-intensive parts of 
our process are located 





“Sitting in front of me 


was Jane Fonda. She 
said, Tm a friend of 
the greens. What are 


the fact that we’re not 
greatly different from the 
others in the industry. To 
maintain a good position 
in the world, we need to 
stay ahead of the compe- 
tition, which I am sure _ 
we can do. We'll be all 
right. 

If people believe this is 
a serious issue, they ought 
to put their nationalism 
behind them and think 
about how does civiliza- 


are going to have to pay. 


[Laughter] 


You're not going to be 


ing to have to pay for it. 

Draper: [t would have an 

enormous impact on the electric indus- 
try. We're the most capital-intensive in- 
dustry in the U.S. We're a large burner of 
coal; 56% of U.S. electric energy comes 
by burning coal. If we do something that 
makes it impossible, or very expensive, 
‘to burn coal in the U.S., 
we'll not only turn over 
plants that have not lived 
their useful Ше, but we'll 
have to replace them 
with something else. 
Even with the most opti- 
mistic view on nuclear 
power, renewables, hy- 
dro, and so forth, it 
would mean a massive 
shift to natural gas. 


[s it fair to say that Presi- 
dent Clinton's position, if it 
were adopted, would be a 
net-plus for Honeywell? 

Bonsignore: I don’t know 
about a net-plus. We're 
trying to stay very cen- 
tered in the application of 


around the world. you doing here?’ " technology to make en- 

The cost implications ergy use more efficient, 
for Alcoa are enormous. — Paul O'Neill and in that regard it 
But there's comfort in Alcoa would be positive. [But] 
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"We fear we would 


0gy.... There would 


l'm worried about the 
economic distortion that 
these premature dead- 
lines would create for the 
economy, and there we 
would clearly be a loser. 

[ want to touch on the 
motivation of the other 
nations to address this 
problem. We work with 
these people all the time, 
and there is a very strong 
social driver now in places 
like China. The residents 








tion exist with this prob- have to address . of Beijing do not want to 
lem we're creating. Then . live in an atmosphere full 
we'll sort out who pays. Stringent lar pets . of coal particles and nox- 
Seems fairly obvious to T 1005 odors. 

me. People with money With today's technol- ^ As the standard ot liv- 


ing in developing coun- 
tries comes up, there's go- 
ing to be a powerful 


able to tell people in be a major Impact on political motivation to 
China, *Pay your fair 3 deal with air- and water- 
share of this.” If we really the economy. © contamination problems. 
care about this as a global . We shouldn't assume that 
problem, we and the other —Alex Trotman they have to get rich the 
developed nations are go- Ford Motor way we got rich, by tear- 





ing the environment apart 
and then having to put it 
back together again. I’m encouraged by 
that. We see that around the world. 


Let's talk about the motivation for developing 
countries to get onboard with any of this. What 
of their argument that the developed countries 
got 100 years of pumping C0: into the air, so now 
they ought to be able 107 

O'Neill: Developing countries will respond 
to a reasonable process that doesn't im- 
pose on them a major share of the cost 
and that recognizes the different stages of 
development around the world. 

I think this is just begging for the Pres- 
ident to exercise a leadership role. One 
thing I suggested to him—and I should 
have told Bill Ruckelshaus this—we would 
really help ourselves a lot if the President 
would appoint someone with terrific cre- 
dentials in public policy and with a scien- 
tific bent, and I've suggested three names. 
One is Harold Brown, one is Bill Perry, 
and the other is Bill Ruckelshaus—be- 
cause I think ... 

Ruckelshaus: You should have mentioned 
that! [Laughter] 

O'Neill: Because we should depoliticize 
this. This should not be about whether the 
Vice President gets to be President or not. 
We need to get this above politics and 
have someone that we can all have faith in, 
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that has the interest of 
the globe and our coun- 
try at heart, and it's what 
they spend their time 
thinking about, and dri- 
ving, and doing. 

Ruckelshaus: I was a dele- 
gate from our country to 
the Stockholm confer- 
ence on the environment 
in 1972—25 years ago. 1 
can remember convening 





thing because there may 
be some job-relocation ef- 
` fects. This issue may be 
far more important than 
that. 
Draper: Paul is quite right, 
but our circumstance is 
sort of like Alex's. We 
have dealings with the 
- miners and the workers in 
our utility operation, and 
both groups are con- 


а group of African па- “What the Vice Presi- cerned about what it 
tions and asking what means if we're no longer 
they thought of the envi- Gent needs to do— allowed to burn coal. 
ronment. Unanimously, m Trotman: It's very hard to 
they thought it was a plot Йе doesn’t need. think globally if it's your 
by the developed world to " | | job that's going out the 
keep them less devel- advice from те—45 window. 

oped. [Today] that atti- У ; š 

tude is almost completely don't take science al You've all met with the Presi- 


gone among the leaders 
in the developing world. 
They realize the environ- 
ment is a real problem. 
Bonsignore: Municipalities 
all over Eastern and Cen- 
tral Europe are trying to 
control their.consump- 
tion of energy, primarily 
coal-based energy. But they don’t have the 
capital to upgrade these үре: systems, 
and they need, desperately need, the De- 
partment of Energy, the European Bank 
of Reconstruction and Development, the 
World Bank, whoever, to put some 
demonstration projects їп place. It's a clas- 
sic opportunity for the developed world. It 
speaks to Paul's point about who's going 
to pay. Well, the people. with the money 
are going to pay, but what а wonderfu! way 
to pay. We can stimulate all types of peo- 
ple to go on and do mére and more of 
this. 1 


Аге you finding that this sa issue on which 
you can make соттоп cause with your labor 
unions? 

Trotman: We have discussed this with the 
United Auto Workers, and their focus is 
primarily on the economic pain implied in 


the Kyoto agreement that would set 


timetables and targets. And on the con- 
cern that, particularly if developir; coun- 
tries are left out of the agreement, there 
will be a huge investment and job transfer 
to [those] countries, because the cost of 
doing business there will be lower. 

O'Neill: I, frankly, don't care about what the 
national or company consequences are. It’s 
not a good reason to avoid doing some- 
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face value, as though 
there is no debate." 


—- Bill Ruckelshaus 
Browning-Ferris Industries 


dent about this at one time 
or another, some of you in 
recent months. How receptive 
has he been? 

Trotman: We had a very 
good hearing when the 
three auto companies, ac- 
companied by the head of 
our union, met in the 
Oval Office with the President and his key 
people to discuss issues leading up to Ky- 
oto. We had quite an engaged discussion 
about ways that we might turn the 150 mil- 
lion vehicles that are on 
the streets risht now in 
the United States to much 
more energy-efficient ve- 
hicles over the next 
decade or so. 

Bonsignore: There's been 
real willingness on the 
Administration’s part to 
bring points of view to- 
gether, to try to carve out 
some kind of a consensus. 





scientific evidence to connect those things. 
It damages his ability to lead when he ex- 
aggerates what no reputable scientist 
would agree to. 

Ruckelshaus: I think he is late, but he may 
well try to provide his bully pulpit as а way 
of stimulating people to come together 
around a solution. | 
Bonsignore: The United States is the home 
of environmental technology, and this 
Is a great opportunity for the U.S. to 
lead, as opposed to arguing about dead- 
lines. [The issue is,] what can the United 
States do to set forth this tremendous 
fount of technology and knowledge on 
environmental management and get it 


transferred? 


Does Vice President Gore strike you as radical on 
this subject? How much do you worry about his 
being President when it comes to this issue? 
[Silence] Don't all answer at once. [Laughter] 
Ruckelshaus: Gore’s book is an interest- 
ing exercise. It takes these kinds of prob- 
lems, whether it's global warming or 
ozone depletion or acid rain on a regional 
basis. He tends to take the science as a 
given, that there's no reason to continue 
to dig into the science to determine 
whether what we're doing really makes 
sense. If you take as a given not only the 
scientific pronouncements but the more 
extreme parts of those scientific pro- 
nouncements, that suggests policies that 
are quite extreme. 
What I think the Vice 
President really needs to 
do—he doesn't need ad- 
vice from me—is don't 
take science at face value, 
as though there is no 
debate. A scientist often 
will make political pro- 
nouncements in the name 
of science, when what he's 
really talking about are 


My only concern was that , 5 : policy choices that a cab- 
it was very late. The United States IS driver has the credentials 
O'Neill: I've been singularly и to make as much as him. 
ineffective in getting the the home of environ- Bonsignore: I would hope 
President to take this out | that the Vice President 
of the category of politics Mental technology, has mellowed a little since 
as usual. [ said to him, I’m Nc the book was written. 

just astounded that he and aid this is a great Draper: Some of us sug- 
the Vice President keep | gested when we had the 
saying that the Grand Opportunity for the opportunity to meet with 
Forks floods and El Nino m the President that this 
and these severe weather U.S. to lead. was a big and very impor- 


events are somehow re- 
lated to global warming. 
There's not a scintilla of 


— Michael Bonsignore 


tant issue, and he should 
stay personally involved. 


Honeywell [Laughter] Їй 
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Why worry about earlier springs and the 
loss of a few glaciers? 

On a planetary scale, small changes in 
average temperature can have big ef- 
fects—consider what a swing of a couple of 
degrees can mean for Florida's orange 
crop during the winter. It appears global 
warming already has increased the fre- 
quency of heavy rains in the U.S. That's 
not surprising—warmer air can hold more 
water vapor than cooler air can, so when it 
rains it really pours. Ап extraordinary se- 
ries of floods has hit the U.S. since 1993, 
racking up over $25 billion of losses. It's 
beginning to look like a pattern. 

Paradoxically, the rising temperature 
also seems to be increasing the frequency 
of droughts—water evaporates faster from 
soil when the air is warmer. The drought of 
1988, which cost U.S. farmers more than 
$15 billion, may be a leading indicator of 
this kind of fallout. 

Scientists compare the climate system to 
a lumbering supertanker—it can take an 
agonizingly long time to respond to move- 


ments of the rudder. If our CO: emissions 
have put the climate on a course toward 
warmer temperatures, we're likely to see 
further rises for many decades, even if we 
miraculously stop emitting CO: tomorrow. 
Scientists estimate that the earth will warm 
between two and 6.5 degrees Fahrenheit 
over the next century—the best guess is 3.5 
degrees. It has warmed by about nine de- 
grees since the last ice age's low. 


How do we know the past century's 
warming isn't a natural upswing, like the 
temperature rise that ended the ice age? 

Before 1995, climate scientists typically 
punted when asked this question—the 
standard answer was that despite evidence 
linking human emissions to recent warrn- 
ing, the jury was still out and probably 
would be for a decade. But that year the 
Intergovernmental Panel on Climate 
Change, an international group formed by 
the United Nations, examined data flow- 
ing in from researchers around the world 
and came to a startling conclusion: "The 


Will plants come to the rescue, mopping up carbon 
dioxide we're pumping into the atmosphere? This 
California experiment is aimed at finding out. 


balance of evidence," stated a massive re- 
port by more than 2,000 scientists on the 
panel, “suggests that there is a discernible 
human influence on global climate." 

This assertion, whose cautious wording 
is the product of lengthy wrangling, is even 
more tentative than it seems at first glance. 
Notes Robert Giegengack, a University of 
Pennsylvania geology professor: “They put 
three escape clauses in." After hedging 
with the terms "balance of evidence" and 
"suggests," the experts piled on a third ca- 
veat: "discernible," which refers to the fact 
that the “signal” of human effects on the 
climate is just beginning to emerge from 
the “noise” of natural variation. 

Still, most scientists who actually do cli- 
mate research, as opposed to opining 
about it, agree that a “human fingerprint” 
is now visible in the data on global change. 
Their reasoning includes some undisputed 
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facts: No one doubts that the СО» we've 
spewed into the atmosphere acts like the 
heat-trapping glass of a greenhouse. 
(Other greenhouse gases are emitted by 
human activities, such as methane from 
decomposing waste in landfills. But CO: 
clearly dominates as a source of human- 
caused warming.) There's a striking, 
though not perfect, correlation between 
rising CO: levels and the increase in global 
temperatures over the past century. 

The temperature rise has occurred in 
the blink of an eye, geologically speaking. 
Says Alan Robock, a climatologist at the 
University of Maryland: "We don't know 
any natural cause that could force that 
much warming in one century." Variations 
in the sun's brightness, often cited as a 
possible alternative explanation, provide 
far too little extra heat to account for the 
temperature rise, according to the inter- 
national panel. 

The most compelling signs of a human 
fingerprint, though, come from computer 
simulations of the global climate. For years, 
such climate models yielded little evidence 
that would hold up in court. The main prob- 
lem was that when the models were used to 
simulate the earth’s unfold:-- climate over 
the past century, they р  стед more 
greenhouse warming than lias occurred. 

But about three years ago climate mod- 
elers identified a major flaw—they had 
underestimated the cooling effect of whit- 
ish haze from industrial smokestacks and 
other sources of air pollution. It seems the 
tinv particles in such highflying "aerosols" 
bct reflect some of the sun's incoming 
rays and promote the condensation of wa- 
ter vapor to form clouds, which in turn re- 
flect yet more ravs. When more realistic 
values for this cooling were plugged into 
the models, their simulations closely 
agreed with reality. "That was largely re- 
sponsible for finding the fingerprint," says 
Ari Patrinos, a climate-modeling expert at 
the U.S. Department of Energy. 

The improved models showed that cer- 
tain peculiarities of the past century's 
warming pattern make sense if human 
emissions, rather than natural variation, 
were a major contributor. Example: Tem- 
perature records indicate that until the 
mid-1980s, warming in the Northern Hern- 
isphere lagged behind that in the southern 
one; since then, the pattern has reversed, 
says Benjamin Santer, a scientist at Law- 
rence Livermore National Laboratory. Re- 
cent simulations using the models show the 
same pattern—and suggest a cause: Smoky 
emissions in the Northern Hemisphere, 
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where most of the world's industry 15, for- 
merly offset some of the general warming. 
But after the mid-1980s, clean-air laws re- 
duced the cooling aerosols. (More smog, 
however, isn't the answer to global warm- 
ing—over the long run, aerosol cooling will 
be dwarfed by CO warming.) 

There's still room for doubt on the fin- 
gerprint issue. Fc: :nstance, the size of aer- 
osol-cooling effects can be only guess- 
timated at this point, notes Ronald Prinn, 
director of the Massachusetts Institute of 


Technology's Center for-Global Change 
Science. If empirical studies show the 
modelers’ aerosol estimates are way off, 
their crucial fingerprint evidence may go 
up in smoke. But for the great majority of 
climate scientists, the issue now is how 
clear the fingerprint is, not whether it ex- 
ists. Says Jerry Mahlman, director of the 
Geophysical Dynamics Laboratory at 
Princeton University: “If this were a civil 
trial [requiring a preponderance of evi- 


TO COUNTER THE RISK OF GLOBAL 
warming, scientists believe we must 
lower emissions of carbon dioxide, the 
main so-called greenhouse gas. There 


are three basic options: Cut the use о: 


fuels, especially coal, that emit a lot ot 
СО: by switching to ones that emit less, 
like natural gas, or none, such as solar 
power. Boost the energy efficiency of ma- 
chines and buildings. Expand forests, 
whose trees absorb CO: and offset hu- 
man emissions. 

| Some steps are already being taken. 
Carmakers are rushing to place bets on 
so-called fuel cells, which promise to 
generate electricity efficiently via a 
chemical process. Several oil companies 
are committing funds to preserve and 
plant tropical trees, which they tout as 
an alternative to emissions-cutting 
mandates. 

But voluntary moves probably won't 
meet policymakers' goals. Such efforts 
have failed miserably since the United 
States agreed in 1992 to cut its СО: 
emissions to 1990 levels by 2000— 
thanks to the sport-utility-vehicle craze 
and other factors, America’s emissions 
are now more than 8% higher than in 
1990 and on the rise. Thus, President 
Clinton and other leaders propose le- 
gally binding limits on releases of CO:. 
Predictably, studies sponsored by in- 
dustry project that such limits would de- 
press America's $7-trillion-a-year gross 
domestic product, while studies by en- 
vironmentalists say the GDP might even 
rise, thanks to lower energy bills and 
less pollution. 

Before throwing up your hands, con- 
sider a recent “guide for the perplexed" 


dence for a verdict], it would be over.” 


` The Cost of Cooling It 


on this issue from the World Resources 
Institute, a Washingtor. :.C., think 
tank. It's a revealing look a: the knobs 
that opposing spinmeisters twist to get 
desired results. The report, by econo- 
mists Robert Repetto and Duncan Aus- 
tin, 15 aimed at helping ordinary people 
avoid snow jobs hy Ph.D. policy wonks— 
it effectively ic. us adjust the knobs to 
settings that we find reasonable in order 
to judge for ourselves how much Presi- 
dent Clinton's proposals for cutting CO: 
would cost. 

The economists analyzed 16 eco- 
попис models used in various studies to 
project the effect on U.S. GDP of 
cutting CO» emissions. Тћеу found that 
just seven key assumptions account for 
over 80% of the differences in the pre- 
dicted economic impact. For the worst- 
case variants of the seven assumptions, 
long-term GDP growth rate would be 
depressed. Best-case variants lead to a 
sunny GDP outlook. 

For example, assuming international 
joint implementation of emissions caps 
yields rosier projections, since that would 
allow U.S. companies to offset their 
emissions as cheaply as possible—say, by 
planting trees in Brazil. More roses come 
up when it's assumed that government 
revenues from selling permits to emit 
CO: are recycled into tax breaks that 
stimulate investments, rather than simply 
used to reduce income taxes. Not sur- 
prisingly, environmentalists' models tend 


to make these two assumptions. while 


industry models don't. 

similarly, industry-funded studies as- 
sume there will be no economic benefits 
from burning less fossil fuel, while envi- 


What will our kids face if global warming 
continues at the "best guess" rate? 


This fall the international panel issued | 


its first report on the likely regional im- 
pact of climate change. It's even thicker 
with caveats than the report that pointed 
the finger at human emissions. While 
sketching broad patterns expected by 
2100, the panel makes no attempt to 
quantify the probability of various effects 
or when they'll hit. Still, signs of some 
of the projected trends already are visi- 


ble, adding believability to the whole. 

First, the good news: Longer growing 
seasons and higher CO: levels are likely to 
boost yields of at least some crops. North- 
ern latitudes are expected to warm more 
than areas nearer to the equator, making 
for milder winters in places like Minneap- 
olis and Boston. The numbers of fish in 
freshwater lakes may rise. 

But playing with the atmosphere isn't 
likely to be a zero-sum game—the nega- 
tives are expected’ to dominate. 


ronmentalists assume there will be major 
payofis—smog-causing air pollution, for 
example, would be reduced by cuts in 
fossil-fuel burning, reducing expendi- 
tures to comply with existing air-quality 
regulations. Industry studies assume that 
there’s little potential for alternative en- 
ergy to replace fossil fuels, and that the 
energy market would respond sluggishly 
to emissions limits, instead of, say, 
quickly switching coal-fired power plants 
to relatively low-emitting natural gas. 
By melding results from the models; 
the World Resources Institute re- 
searchers showed just how much GDP 
projections are depressed by progres- 


How GDP May 
Feel the Heat 


Cutting C0: emissions will be a bane—or a 
blessing, depending on which assumptions 
prove right. 


Assumptions 


1. Alternative energy becomes competitive. 





sively switching from best-case to worst- 
case assumptions: If the goal is stabiliz- 
ing CO emissions at 1990 levels by 
2010—roughly what President Clinton 
has proposed—and all seven worst-case 
assumptions are made, overall GDP 
would be 2% lower, or about $180 bil- 
lion less, than under business-as-usual 
growth. (By comparison, the annual 
U.S. defense bill is 4% of GDP.) Achiev- 
ing the same goal under best-case as- 
sumptions would raise GDP 2% higher 
than business-as-usual. By picking what 
you see as reasonable worst- and best- 
case assumptions from the chart, you 
can decide for yourself. 
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Sea levels are projected to rise six to 37 
inches, threatening to inundate islands 
from the Bahamas to the Maldives in the 
Indian Ocean. Rising waters may destroy 
as much as half of U.S. coastal wet- 
lands—say goodbye to treasures like 
Florida's Everglades. Water supplies of 
many coastal cities may be threatened by 
incursions of seawater. The risk of storm 
surges (tidal waves accompanying hurri- 
canes) could rise in Florida and other 
coastal states. 

A third of the earth's forests are ex- 
pected to undergo radical change—New 
England's sugar maples may be gone by 
2100. Diseases common in the tropics 
would move north, and malaria outbreaks 
are likely at U.S. latitudes. A possible 
portent: In the past decade, dengue- 
hemorrhagic fever, a viral disease carried 


by mosquitoes, has become more com- . 


mon in Central America and Mexico, and 
may move into the U.S. Its mortality rate 
is about 10%. 

Both droughts and floods are likely to 
оссиг more often, causing higher food 
prices and famines. Tensions could esca- 
late in the water-short Mideast, with ex- 
plosive consequences. 

АП this would hit the developing world 
much harder than it would the U.S. and 
other rich nations—our wealth will help us 
cope if the change isn't too fast. But there's 
an ominous possibility that the ocean- 
atmosphere system is like a jack-in-the-box: 
When CO: levels are cranked up enough, 
the climate may suddenly pop into a differ- 
ent phase. That could cause drastic changes 
much faster than expected, overwhelming 
all contingency plans. 

Such pops appear to have happened in 
the past, according to patterns inscribed in 
Arctic ice, tree rings, and other “paleo- 
climate" indicators. About 12,000 years 
ago, ice-age conditions set in over just a 
few decades and lasted 1,500 years. Scien- 
tists believe such monster cold snaps can 
occur when a huge gyre of water in the 
Atlantic Ocean, called the thermohaline 
cycle, stops flowing. 

Here's the scary part: Climate models 
suggest the cycle may shut down if a lot of 
fresh water flows into the North Atlantic, 
which is just what will happen as global 
warming melts Arctic ice. Їп a recent 
study published in the journal Nature, 
Swiss scientists projected that a thermo- 
haline shutdown may be likely within a 
century if СО: emissions continue at to- 
day's rate. Call it the hell-freezes-over 
scenario. Bi 
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GLOBAL WARMING 


A Cloud on Gore's Horizon 


Once an uncompromising environmentalist, the Vice President has softened his stance on greenhouse gases to 
toe the Clinton line. Now many who backed him think he's a rat. Could that hurt his chances in the next election? 


By Jeffrey Н. Birnbaum 


CORPORATE CHIEF- 
tains and other voters 
on the political right will 
never be happy with 
Vice President Gore's 
viaws on the environ- 
mentandclimat. age. But believe it or 
not, these days eens are objecting as 
well. By loyally . acking President Clin- 
ton's position on greenhouse gases, Gore, 
going into the Kyoto summit, has done a 
180-degree flip ол his signature issue. The 
enviros can hardly contain their rage. 

In his 1992 bestseller Earth in the Bal- 
ance, Gore called global warming "the 
most serious threat we have ever faced" 
and held that "rescue of the environment 
[should be] the central organizing princi- 
ple for civilization." He confessed to read- 
ers that he'd "become very impatient with 
my own tendency to put a finger to the po- 
litical winds and proceed cautiously." 

As long as Gore's position on the еп | 
ronment remained hypothetical, it cc 
nothing and gained votes. In the 1992 elec. 
tion campaign, he blasted President Bush 
on global warming. Bush had embraced a 
plan calling for voluntary reduction of U.S. 
CO: emissions to 1990 levels by 2000, a 
position Gore ssw as spineless. That at- 
tracted a lot of backers, including a large 
phalanx of environmental activists. 

The trouble began when Clinton-Gore 
won. Clinton does not share his No. 2’s 
passion for emissions control. The Ad- 
ministration hung tough on the issue at 
first: In 1995 it advocated mandatory re- 
Straints to get emissions down to the level 
agreed to by Bush. When the time came 
for action this year, however, Clinton bent 
to the political breezes that Gore’s book 
had derided. The White House proposed 
a system of dubious effic:cy aimed at 
bringing U.S. emissions to 1990 levels by 
2012, a dozen years later than Gore in his 
pre-Clinton days would ever have backed. 

The greens felt so betrayed that they 
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began marching 
against Gore. No 
fewer than 210 envi- 
ronmental groups 
from around the na- 
tion have signed a 
letter to Clinton and 
Gore admonishing: 
"You broke your 
promises." One or- 
ganization in New 
Hampshire, the na- 
tion's first presiden- 
tial primary state, 
took out a newspa- 
per ad that featured 
the dust jacket of 
Earth in the Balance 
and the question 
WITHDRAWN BY AU- 
THOR? Other envi- 
ros are quietly feel- 
ing out alternatives 
to Gore, such as 
Sen. John Kerry of 
Massachusetts and Sen. Paul Wellstone of 
Minnesota, to see how serious they are 
about running for the Democratic nomi- 
nation. Says Phil Capp, president of the 
National Environmental Trust: "Unless 
the U.S. shows flexibility in Kyoto and 
takes a stronger position, its policy on cli- 
mate change will become a character issue 
for Gore in the 2000 race." 

This is a big problem for Gore. Voters 
don't know much about him yet, and any- 
thing they hear between now and 2000 
could have a major impact. What's more, 
voters in Democratic presidential primar- 
jes are far more left leaning than the gen- 
eral populace, and many care intensely 
about the environment. Тома, New Hamp- 
shire, and California, the most imports nt 
primary and caucus states, have large . 
tivist constituencies that might decide to 
stay home rather than vote for an apos- 
tate. That could affect the outcome on the 





-Vice President Gore wowed greens with his best- 
selling book Earth in the Balance in 1992. His ге- 
versal, says one, could become a character issue. 


margin, where elections are won or lost. 

Still, unless the average voter sees 
Gore's reversal as part of a pernicious pat- 
tern—linked, say, with his campaign- 
finance missteps—he will likely win the 
nomination. After all, organized labor, 
which Gore has been assiduously court- 
ing, is pleased to see the front-runner back 
away from his radical green agenda. 

The real question is, what will Gore do 
when he finally steps out from Clinton's 
shadow and runs оп his own? Best guess: 
He'll revert to form and be more like the 
tree-hugging advocate of the unpopular 
energy tax that Clinton scratched from his 
1993 budget at the last minute. Then the 
greens will stop squawking and it’ll be 
business’ turn again. B] 
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At last, the fuel cell 


A device that has been neglected for a century and a halfis about to take its 


rightful place in industrial civilisation 


OVELY technology, shame about the 
cost. That is the usual comment on fuel 
cells—a method of generating power that is 
40 years older than the petrol engine. Fuel 
cells helped to put a man on the moon by 
providing astronauts with electricity and 
water but they have, so far, proved far too 
expensive for most down-to-earth appli- 
cations. ; 

That, however, is changing fast. Over the 
past few years engineers have been design- 
ing fuel cells that will be useful outside 
space agencies. Their main motive has 
been the growing demand for pollution- 
free energy sources. But, as they ap- 
proach their goal, they seem to have cre- 
ated something that may revolution- 
ise two industries—power generation 
and motor cars. 

Fuel cells produce electricity by 
reacting hydrogen and oxygen to- 
gether electrochemically, rather than 
by combustion. The “exhaust” from 
this process is water—there are no 
noxious pollutants such as carbon 
monoxide and oxides of nitrogen. Nor, 
at least from the fuel cell itself, is there 
any carbon dioxide (CO) that might | 
contribute to the greenhouse effect. That 
makes fuel cells a double friend to the envi- 
ronment: if put in vehicles, they would not 
pollute the city streets; if put in power sta- 
tions (or vehicles, for that matter) they 
could not add to any global warming that 
might be going on. 

Though the practical reality is a little 
more sordid—realistic commercial designs 
for fuel cells often derive their hydrogen 
from chemical reactions that generate СО», 
and some of the chemicals involved are, 
themselves, greenhouse gases—widespread 


use of fuel cells could still bring about sig- 


nificant reductions in greenhouse-gas 
emission (see chart on final page) and 
would certainly improve the air quality in 


Cities. It is these arguments, and the threat— 


or, in some cases, fact—of legislation to 


back them up, that have stimulated ге- 


search into cells which might actually be 
candidates for use in vehicles and commer- 
cial-electricity generation. And, perhaps to 
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the surprise of even the researchers them- 
selves, this research has proved fruitful. 

As a result, a commercial fuel-cell bus 
will be launched next year using an engine 
developed by Daimler-Benz. A car—cheap 
enough to compete with petrol vehicles— 
should, it is claimed, follow in 2003. Two 












Better late than never, Mr Grove 


years after that, Daimler expects to be turn- 
ing out 100,000 fuel-cell engines, both for 
its own new A-class Mercedes and to supply 
other car manufacturers. 

Fuel-cell power generation, meanwhile, 
has already arrived. A collaboration be- 
tween Toshiba, a Japanese electrical com- 
pany, and International Fuel Cells (гес), 
which is part of United Technologies, an 
American conglomerate, is jointly mass- 
producing a unit known as the PC25. This is 
designed for people who need a reliable 
and (unlike a petrokdriven generator) 
clean power source, and are prepared to 
pay a little over the odds for it. 


If this technology is indeed becoming ` 


commercial rather than rimental, it 
will have had а veritably mammoth «e 
tion. The principle of the fuel cell was de- 
veloped in 1839 by William Grove—a man 
who, although he ended his career as a 
judge, began as a physicist. 

Fuel cells work by “reverse electrolysis". 
As every schoolboy knows, water can be 
split into its constituent elements—hydro- 
gen and oxygen—by the application of an 
electric current, and Grove, who was profes- 
sor of experimental philosophy at the now- 
defunct London Institution, anda friend of 
Michael Faraday, was an early student of 
electrolysis. During his researches he dis- 


covered that when he disconnected his. 


electrolytic apparatus, the process seemed 
to work backwards. This observation form- 
ed the basis of his invention. 

So a fuel-cell consists of a fuel supply 
(hydrogen), an oxidant (oxygen, usually 
from the air) and two electrodes (the anode 
and the cathode) on either side of an elec- 

trolyte. This latter is a material that con- 

ducts electricity by the passage not of 

electrons, but of electrically charged at- 
oms, or ions. 

During the electricity-producing 
reaction, hydrogen atoms give up 
electrons at the anode and become 
hydrogen ions in the electrolyte. 
Electrons released at the anode 
travel through an external circuit to 

the cathode. On the way they can be 
used to power any form of electrical 
apparatus, such as a motor, just as a cur- 
rent from a battery might (see diagram 
on next page). At the cathode, the elec- 
trons and the hydrogen ions combine 
with oxygen molecules to form water (and 


- also release some heat in the process). 


The principle, therefore, is quite simple, 
but the chemical reaction is difficult to pro- 
duce. There are five types of fuel cells, with 
varying degrees of promise and problems, 
butonly two are anywhere near being prac- 
tical propositions. 

All five cells use catalysts to speed up 


‘the reaction, and several also rely on high 


temperatures. The most expensive sort of 
fuel cell is the alkali cell used in space vehi- 
cles. It enjoys the highest ratio of power to 
weight, but it needs expensive metals, such 
as platinum and gold, to coat its electrodes. 
Worse, its electrolyte is made of potassium 
hydroxide, which tends to react with CO; 
in the air to form potassium carbonate. 
That means it needs a supply of pure oxy- 
gen, which adds even more to its expense. 
Two other types of cell-molten-car- 
bonate and solid-oxide cells—run at 600°C 
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and 1,000°C respectively. This means they 
do not need expensive hydrogen as fuel. In- 
stead, they can use methane, which 15 avail- 
able cheaply in natural gas (and can also be 
made in an environmentally friendly way 
from plant material, known in the trade as 
“biomass”). At such high temperatures, and 
with the assistance of some steam and oxy- 
gen, methane (which is a hydrocarbon mol- 
ecule compounded of four hydrogen atoms 
and one carbon atom) is easily reformed 
into hydrogen and CO». 

These cells do not need costly platinum 
coatings on their electrodes to act as a cata- 
lyst, either. But both types have their prob- 
lems. The solid-oxide fuel cell requires 
fancy ceramics for its electrodes and an ex- 
otic mixed oxide (yttria and zirconia) as an 
electrolyte, while the electrolyte 
in a molten-carbonate cell is so 
hostile that its electrodes tend to 
give up the ghost regardless of 
their composition. — 

Only the remaining two cells, 
therefore, look like serious candi- 
dates for commercialisation. 
One, the phosphoric-acid cell, is 
the darling of those who hope to 
replace behemoth gigawatt-pro- 
ducing power stations with 
handy local ones. The other, the 
proton-exchange-membrane, or 
PEM, cell, should be able to assist 
in that and should also, its cham- 
pions believe, become the main 
way of powering vehicles. 
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Power to the people 
Phosphoricacid cells run at 
200'C. This makes them more 
manageable than the other two 
“hot” cells, but still allows them 
to use methane. The PC25 actually ` 
operates as a “co-generation” 
unit—that is, it exploits both the 
electricity from the cell and the 
incidental heat produced when 
the hydrogen and oxygen react. On this ba- 
sis, it costs around $3,000 per kilowatt of 
capacity to manufacture—about double 
that of conventional generators. 

At that price, the rFc/Toshiba consor- 
tium already has orders for at least 185 
РС255 from organisations that need high- 
quality uninterruptible power supplies for 
sensitive medical or computing equip- 
ment The Japanese and American govern- 
ments have, however, been offering subsi- 
dies to the two companies to try to get.the 
price down still further, so that the technol- 
ору becomes cheap enough for general use. 
Success looks possible—the current price 
per kilowatt is half what it was two years 
ago and mass production would surely cut 
it further. 

That, combined with the deregulation 
of the electricity market that is happening 
in many countries, would, so the visionar- 


have commercial products by 2001, and to 





ies hope, lead to the emergence of hun- 
dreds of power-service companies, supply- 
ing local, tailor-made electricity rather than 
bulk utilitystyle power delivered over 
cumbersome transmission lines. 

This may seem like wishful thinking, 
but there are already signs of a trend to- 
wards such “distributed generation” in- 
volving small gas-turbine power stations. If 
fuel cells are cheap enough, they would 
make formidable competitors for these— 
and in Japan, Toshiba has teamed up with 
Fuji and Mitsubishi to install 100 fuel-cell 
generators ranging from 50kw to 11Mw in 
order to see if the idea is viable. Though the 
Japanese government has been subsidising 
these field trials, the companies’ plan is to 
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install 22000M w-worth of capacity by 2010. 
Electrical-power generation is, of 
course, fundamental to a modern indus- 
trial economy. But the application that ts 
really starting to exercise people’s imagina- 
tions is transport Indeed, the most op- 
timistic commentators (not all of them in 
the pay of the fuel-cell industry) are talking 
of electric motors powered by PEM fuel 
cells taking over the role now played by in- 
ternal-combustion engines. 


Cells on wheels 
Two car companies seem to be taking this 
possibility particularly seriously. Coinci- 
dentally, one of them is Daimler-Benz—the 
outfit that put the four-stroke internal com- 
bustion engine into horseless carriages in 
the first place. The other leader is Toyota. 
PEM cells go back to the late 1950s. They 
were developed by General Electric in 






America, and they have a solid electrolyte 
(the eponymous PEM). This operates at a 
reasonably low temperature—around 
80'C—but until recently it required daunt- 
ing quantities of expensive platinum as a 
catalyst to make the reaction happen. In 
fact, a stack of cells powerful enough to 
drive a car would have set you back 
$30,000 for the platinum alone. 

That was the problem faced by Ballard 
Power Systems, a high-tech Canadian com- 
pany, when it started working on РЕМ fuel 
cells in фе mid-1980s. Only when it 
teamed up with a British speciality chemi- 
cals and metals company, Johnson Matt- 
hey, in 1993, did the firms find a way to cut 
back the platinum. They worked out how to 
adapt Matthey’s catalyst technology (devel- 

___" oped, in a beautiful irony, for 
cleaning up cars’ petrol engines 
through catalytic exhaust con- 
verters) for use iti PEMS. | 

Johnson Matthey's technol- 
ogy was a method of dispersing 
the platinum in a catalyst in a 
way that maximises its surface 
area (the catalytic brick in the ex- 
haust ofan average car contains а 
surface area of platinum equal to 
three soccer pitches). As a result 
the cost of the platinum in a РЕМ 
big enough to power a small car 
has plummetted to a more man- 
ageable $140. 

But Ballard has not only been 
smart in the way it has deployed 
its technology. It has also made 
clever use of industrial partners. 
In 1996, it formed a joint venture 
with General Public Utilities in 
America to work on a PEM fuel 
cell for use in power generation. 
And on the transport side, it tied 
up with Daimler-Benz. As these 
joint ventures develop, the indus- 
trial partners have a direct, fnan- 
cial interest in seeing products 
emerge from the collaboration. 

Daimler-Benz, for instance, is investing 
$350m in Ballard. It is buying a 25% stake in 
the business, and is pooling its fuel-cell 
technology and related assets with the com- 
pany. The two firms also have а joint-ven- 
ture company—two-thirds of it owned by 
Daimler—to market the engines. Another 
industrial partner is Johnson Matthey, 
which has taken a small stake in Ballard. 

The point of these partnerships 15 not 
just to bring much-needed capital into 
Ballard (since it went public it has anyway 
become a darling on America’s Nasdaq 
stockmarket). As Firoz Rasul, the company's 
boss, points out, fuel cells need more than 
just the basic stacks and electrodes to earn 
their keep. They need whole systems, for 
control and so on, that are adapted to the 
particular application they have been de- 
signed for. Thus it takes a power company 
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to see how best to adapt them into electric- 
ity generation. And it takes a car company 
of the stature of Daimler to work out how to 
tailor them to best effect in cars or buses. 

So how close has all this dramatic pro- 
gress brought the fuel-cell vehicle? And how 
well do present prototypes stand up to 
comparison with conventional petrol-en- 
gined vehicles? Both Daimler and Toyota 
have unveiled small cars with prototype 
fuel-cell engines. Toyota's is a version of its 
small sport-utility vehicle, the RAVA, and it 
has a range of 500 kilometres (a little over 
300 miles) The fuel-cell version of the А- 
class has a range of 400 kilometres. This is 
about the same range as a tankful of petrol 
will give you and almost three times as far 
as a battery-powered electric car can go 
without re-charging. 

Both of these vehicles actually have 
their tanks filled with methanol, rather 
than hydrogen. The hydrogen is produced 
on board by a small chemical reactor using 
a process similar to the one that makes hy- 
drogen from methane. This is an important 
point in the economics of running these 
cars, since methanol is a liquid, and there- 
fore easier to handle than gaseous hydro- 
gen or methane. 
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Even so, the two vehicles—still pre- 
mass-production prototypes—have a long 
way to go to match a petrol саг5 economics. 
Today's fuel cells cost about $5,000 perkilo- 
watt to make, whereas a petrol engine costs 
about $50 per kilowatt. Industry experts 
reckon that the fuel cell will have а com- 
mercial future starting from the moment it 
gets the cost per kilowatt down under $200. 
Tweaking and mass production are the 
keys to bridging the gap. ` 

Daimler.and Ballard think they can 
shrink the size, weight and cost far enough 
to make the fuel-cell-powered a-class profit- 
able with a production volume of 250,000 
cars a year. Both they and Toyota believe 
that one big selling point will be the effi- 
ciency of fuel cells, leading to much lower 
fuel consumption than that of petrol en- 
gines (see chart). A РЕМ cell converts 30% of 
the energy in its fuel into useful work, com- 
pared with barely 20% for an internal com- 
bustion engine, so Toyota is confident that 
even its early models will be at least 50% 
more economical than petrol engines. 

Both these prototypes are now on dis- 
play at the Tokyo Motor Show. They are 
rather different vehicles: the Mercedes is a 
straightforward fuel-cell-powered electric 
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car, but Toyota's model is more complex It 
has а smaller fuel cell (25kw compared with 
the Mercedes 50kw) together with a battery 
and a system for “regenerative” braking 
(when the brakes are put on, the electric 
motor acts as a dynamo generating power 
to be stored in the battery). 

Toyota is generally wedded to the prin- 
ciple of such “hybrid” electric cars. In De- 
cember, it will launch the world’s first com- 
mercial model, a Corolla that has a small 
petrol engine for use on the open road and 
an electric battery for city driving. So 
Toyota’s fuel-cell strategy is a development 
of this more conventional engineering. 


Celling out 
All this activity seems to have caught the big 
American car companies on the hop. Only 
two years ago, Detroit dismissed fuel cells . 
as blue sky research that would take de- 
cades to come to market. Now, they are 
born-again fuel-cell enthusiasts. Ford, Gen- 
eral Motors and Chrysler are all working 
with Ballard or ІЕС to develop their own 
fuel cell prototypes. Indeed, Chrysler is con- 
centrating on a petrol-fuelled version of the 
fuel cell—stripping hydrogen from the hy- 
drocarbon ingredients of petrol with mini- 
mal emissions (of course). There would 
therefore be no need for anyone to spend 
heavily on an alternative fuel network Del- 
phi, a subsidiary of General Motors, is also 
interested in this route. It is working with 
two oil companies, Arco and Exxon, to de- 
velop better hydrogen-stripping reactors. 
Several of Daimler's European competi- 
tors are also crying "me too". Renault, 
Volvo and Volkswagen all claim to be 
experimenting with fuelcell cars. Only 
BMW seems to be standing aside. It is bet- 
ting that, if hydrogen ever does take off as a 
fuel for cars, it will be burned in internal- 
combustion engines similar to today’s. 
What do all these developments add up 
to? Daimler says it will review progress in 
two years’ time, but it already talks like a | 
company that has seized the future. Its 
boast of 100,000 fuel-cell engines by 2005 
indicates that it believes that this source of 
clean power, so elusive for decades, is at last 
taking to the road. The firm that brought 
the world the petrol-engined car 100 years 
ago is about to launch the product most 
likely to kill it. 
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THE NEXT MAJOR ROUND ofinternational negotiations on controlling 
global climate change is to be held later this year in Kyoto. The focus of talks to 
date has been on policies to reduce worldwide carbon dioxide emissions to 1990 
levels and hold them there. A proposal by the United States would achieve this 
by creating a system of internationally tradable emissions permits. 

Although the U.S. proposal has attractive features and has been endorsed 
by a number of prominent economists, it has several serious flaws that would 


‚ prevent the treaty from being ratified and implemented. First, it focuses 


exclusively on stabilizing emissions even though a much stronger case can be 
made for reducing the growth of emissions rather than allowing no growth at 
all. A better policy would focus on a more modest, and also more politically 
viable, goal. A second problem 15 that it would also be very difficult and expensive 
to monitor and enforce. Third, it would generate such huge transfers of wealth 
between countries that those generating most of the world's emissions would be 
unlikely to ratify the treaty. More important, these wealth transfers could cause 
dramatic changes in exchange rates, trade balances, and international capital 
flows and would put enormous stress on the world trading system. 

A better altemative would be to set up a system of national permits and 
emissf6üs fees. Each country would be allowed to distribute tradable emissions 
permits equal to its 1990 emissions. Each government would also agree to sell 
additional permits at a fee specified in the treaty, say U.S.$10 a ton of carbon 
emitted. The effect of the policy would be to encourage firms to reduce emissions 
whenever they could do so at a cost of $10 а ton ог less. Since this alternative 
does not focus on stabilization and instead aims at the more modest goal of 
reducing emissions where it can be done at low cost, and it includes an allowance 
for 1990 emissions, it is far more likely to be ratified and implemented. It would 
give firms an incentive to reduce emissions without causing huge international 
transfers of wealth and would avoid causing havoc in the system of world trade. 
Because the fee would be uniform throughout the world, the emissions reductions 
would be accomplished at minimum cost. Finally, the revenue raised by emissions 
fees would provide an incentive for individual governments to enforce the policy. 


Warwick J. McKibbin and Peter J- Wilcoxen 
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NTERNATIONAL CONCERN about climate change 
É led to a series of negotiations aimed at producing а 
binding treaty to control worldwide emissions of carbon 
dioxide. The next major round of talks, intended to produce 
a final agreement, will be held in December in Kyoto. 


Negotiations have focused on measures to roll back 
emissions to 1990 levels and hold them there. A preliminary 
proposal advanced by the United States would achieve this 
by creating a system of internationally tradable emissions 
permits. The total number of permits would be limited to 
the amount of emissions in’ 1990, and they would be 
distributed among countries by treaty, possibly according 
to each country's population or its actual 1990 emissions. 
It would be up to individual governments to decide how to 
distribute their country's allocation. Once distributed, the 
permits could be bought and sold without restriction on an 
international market. The system would initially apply to 
developed countries and would later be extended to 
developing countries. 


The U.S. proposal has generally received favorable reviews 
from economists and was featured in a widely circulated 
petition regarding climate change written by five leading 
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WHY DO PERMITS LOOK GOOD IN THEORY? 






WARWICK |. MCKIBBIN 


economists and signed by thousands of others. (The authors 
were Kenneth Arrow, Dale Jorgenson, Robert Solow, Paul 
Krugman, and William Nordhaus.) However, much of the 
enthusiasm for international permit trading has been based 
on purely theoretical arguments. Few economists or 
policymakers seem to be aware that it would create such 
serious practical problems that a treaty based on international 
trading would never be ratified and implemented. 


If the remaining rounds of negotiations are to produce a 
useful agreernent, it is essential that the focus be shifted to a 
more pragmatic policy. We propose a system of national 
permits and emissions fees that would be a significant step 
toward controlling climate change and would be practical 
and рописаПу viable. 





The basic idea behind a tradable permit system is simple: 
any firm emitting carbon dioxide would be required to own 
permits equal to the amount of carbon it produces. For 
example, a firm emitting one hundred tons of carbon would 
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di | Suppose те government wants to reduce total emissions to 
eighty tons. One approach would be to require each firm to 
reduce its emissions by ten tons. That would achieve the 
eighty-ton target, and at first glance it seems like a reasonable 
policy: both firms contribute equally to the problem so both 
contribute equally to the solution. 





= 


_ PETER f. WILCOXEN 
HAN (1 Ага closer look, however, itis clear that ће policy could end 
| up wasting a lot of money. It fails to take into account that it 
might be much more difficult for one firm to reduce emissions 
have to own one hundred permits. The permits would be than for the other. Suppose firm L has low abatement costs 
allocated among countries by treaty, and it would be upto and can reduce its emissions at a cost of $100 a ton while 
each government to decide how to distribute its permits firm H has higher costs of $200 a ton. If | š 
domestically (we will return to this point below). Once each firm eliminates ten tons of carbon, 
distributed, the permits could be bought and sold without the total cost will be $3,000. However, it 
restriction on a world market. It would be illegal to bum is possible to get the same amount of 










It would create 
such serious 
practical problems 
that a treaty based 
on international 
trading would 
never be ratified 
and implemented. 


fossil fuels without having purchased a permit, andit would abatement at far less cost: if firm L cleans 
be up to each government to enforce the treaty within its up all twenty tons, the cost would only be 
$2,000. The equal reduction policy, in 
other words, costs 50 percent more than 


own borders. 


Permit systems have three key features as a method of necessary and would waste $1,000. 


pollution control. First, they provide a firm upper bound on 
emissions. In this case, the limit would be the amount of 
emissions in 1990. This feature of permits makes them 
attractive to those who believe that decisive action needs to 
be taken on climate change. 


Second, because the permits can be traded, pollution 
abatement will be done at the minimum possible cost to the 
economy. Firms that can clean up cheaply will end up doing 
the abatement: they will be able to make a profit by cutting 
their emissions and selling their extra permits. Firms that 
find it very expensive to reduce emissions will buy permits 
instead. 


To make this concrete, consider the following example. 
Imagine two companies, L and H, are each emitting fifty 
tons of carbon annually for a total of one hundred tons. 





To avoid this problem, one might imagine 
a different policy in which firm H was not required to do 
anything and firm L was required to reduce its emissions by 
twenty tons. This would get the cleanup at minimum cost, but 
it would clearly not be regarded as fair by firm L. Firm L 
would have to pay $2,000—the total cost of the cleanup— 
while firm H paid nothing even though both firms are 
responsible for the problem. 


An ideal policy would have firm L do all the abatement but 
have firm H pay some of the cost. The third key feature of 
tradable permit systems is that they allow the costs of cleanup 
to be shared among firms even when the firms do very different 
amounts of abatement. The reason is that the government can 
exercise a great deal of control over the equity of the policy by 
the way it distributes the permits. | 
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In fact, a permit system allows the government to spread 
the cost of the policy across firms any way it wants. To 
see how this works, suppose the government decides to 
solve the example problem by setting up a tradable 
permit system with a total of ei ghty permits. One way it 
could distribute the permits would be to give forty to 
each firm. If no trading occurred, each firm would have 
to eliminate ten tons of pollution and the costs would 
be the same as under direct regulation: $2,000 for firm 
H and $1,000 for firm L. However, both firms would 
have an incentive to trade in the permit market. Firm H 
would be willing to buy up to ten permits at any price 
· up to $200 (the abatement cost avoided for each permit), 
while firm L would be willing to sell permits for any 
price above $100 (the extra abatement cost incurred in 
order to be able to sell a permit). If the market price 
turned out to be $150, the total cost would drop to 
$1,500 for firm H (ten permits at $150 each) and $500 
for firm L ($2,000 of abatement costs less $1,500 from 
selling permits to firm H). 


This solution minimizes abatement costs but would 
probably not be regarded as fair by firm H. However, 
the government could easily even out the burden by 
giving H a larger share of the permits. Suppose it 
gave forty-three permits to H and thirty-seven to L 
(rather than forty each). Firm H would end up buying 
seven permits from firm L. At a price of $150, the 
total cost to H would be $1,050 (7 x $150) and the 
total cost to L would be $950 ($2,000 - $1,050). The 
abatement would end up being done entirely by firm 
L, and at minimum cost, but the overall burden would 
be shared between the firms. In general, permit 
systems give the government great flexibility in 
distributing the burden of abatement. The flexibility 
could be used to grandfather existing firms or to shift 
the burden of the policy in other ways that might make 
it more politically viable. i 


WHAT WOULD GO WRONG IN PRACTICE? | 





Permit systems have worked well when used to control 
domestic problems. The best-known example is the sulfur 
emissions trading scheme introduced by the 1990 
amendments to the Clean Air Act. It has been a tremendous 
success: electric utilities, the principal industry affected by 
the program, have been able to reduce the cost of controlling 
sulfur emissions to one-tenth of the minimum cost projected 
when the act was adopted. For controlling carbon dioxide 
emissions in an international context, however, several 
practical problems «nse that ensure that а treaty based on 
the U.S. proposal would never be ratified ahd implemented. 


The first problem is that the U.S. proposal would force 
emissions back to 1990 levels and hold them there without 
regard to the costs and benefits of doing so. However, studies 
to date suggest that the costs exceed the benefits, perhaps 
substantially. Estimates of the cost of holding emissions 
constant range from -0.5 percent (an increase in GDP) to 2 
percent of GDP annually; most fall in the range of 1 to 2 
percent. Considerably less is known about the benefit of 
stabilizing emissions. In principle, the benefit of 
stabilization is simply the sum of the avoided costs of 
damages that higher temperatures would cause. [n practice, 
these damages are fiendishly difficult to estimate. The link 
between carbon dioxide emissions and global temperature 
is slow and indirect and is not very well understood by 
climatologists. At the same time, little is known about the 
damages higher temperatures would cause. 


Together these problems have proven so daunting that only a 
handful of studies have been attempted and most have focused 
on a single scenario: estimating the damages caused by ап. 
increase of 2.5 to 3 degrees Celsius in global temperatures. 
The results vary, but at the upper end of the range the cost of 
the damages could be as much as 1.3 percent of annual GDP 
for the United States by the middle of the next century. The 
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benefit of stabilizing global temperatures would be that these 
damages would be avoided. The benefit of stabilizing global 
emissions is considerably less. Even at 1990 emissions rates, 
global concentrations of carbon dioxide, and hence global 
temperatures, will continue to rise for many years (although 
at a slower rate than if there were no restrictions on emissions). 
In fact, stabilizing temperatures would require cutting 
emissions to about half of 1990 levels. This means that the 
estimate of 1.3 percent of GDP is not the benefit of stabilizing 
emissions, but rather (implicitly) the benefit of cutting them 
_ to 50 percent below the 1990 level. Holding emissions at 
1990 levels would only reduce the rate of warming rather 
than prevent it entirely, and the damages avoided would be 
less than 1.3 percent of GDP. 


In a nutshell, current evidence does not give clear support to 
a policy of holding emissions constant. The costs and benefits 
of stabilizing emissions are not known with much precision, 
but most studies of costs arrive at estimates that are higher 


than the highest estimates of benefits. Moreover, these costs . 


would have to begin to be paid now in order to avert damages 
far in the future. Given these considerations, it is difficult to 
imagine that the U.S. Congress would ratify a treaty based on 
stabilizing emissions. There is, however, enough evidence to 
make a clear case for taking steps to slow the growth of 
emissions. А better policy would focus on this more modest, 
but also more politically viable, goal. 


А second problem with the U.S. proposal is that it would 
generate large transfers of wealth between countries. 
Supporters of a permit system regard this as an advantage 
because it would allow developed countries to compensate 
developing countries for reducing their emissions. However, 


the size of the transfers makes it unlikely the treaty would be ` 


ratified. Consider the following rough calculation. In 1990 
the United States emitted about 1,340 million tons of carbon 
inthe form of carbon dioxide. Carbon emissions are expected 
to grow over time, so suppose that by 2010 the United States 


ended up needing to import permits equal to about 20 percent 
of 1990 emissions, or about 268 million tons. There is 
enormous uncertainty about what the price of an international 
carbon permit might be, but $100 а ton is well within the 
range of estimates and some studies have projected prices of 
$200 or more. In this scenario, the permit system would add 
$27 billion to $54 billion to the U.S. trade deficit every year. 


To put this in context, the entire U.S. trade deficit in 1996 
was $114 billion, so adding permits could increase it by 25 
to 50 percent. Where will the money go? If 
advocates of the policy are correct that emissions 
reductions will be cheapest in developing countries, 
developing countries could be large sellers of 










_ A permit system 
allows the 
government to 


permits оп the international market. The value of | sp read the cost 


permits would dwarf the often-controversial U.S. of the policy 
foreign aid budget, which is now about $17 billion. across firms 
Transfers of wealth of this magnitude guarantee the any way it 


treaty would never be implemented regardless of wants. 





its economic merits. 


A third problem with the plan is that it would put enormous 
stress on the world trade system. The balance of trade fora 
developed country importing permits would deteriorate 
substantially. This would lead to substantial volatility in 
exchange rates and distortions in the world trade system. 
Equally serious problems would be created for developing 
countries. Massive exports of permits would lead to exchange 
rate appreciation and a decline or collapse in exports other 
than permits. Also, the permit revenue comes with strings 
attached: much of it would have to be invested in improved 
energy technology in order to reduce ernissions and free ир 
the permits in the first place. This is unlikely to be an ideal 
strategy for long-term economic development and would make 
the policy unattractive to developing countries. 


In fact, developing countries have been so unenthusiastic 
about the policy that the U.S. proposal actually stops short 
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of setting up a worldwide system of permits. Instead it would 
set up a system of trading among developed countries and 
the former Soviet Union (“Annex I Countries" in the 
language of the negotiations). However, this is a compromise 
that essentially eliminates the main reason for having 
internationally tradable permits in the first place: the 


б 


It is easy to see why this is so: monitoring polluters is ` 
expensive, and punishing violators imposes costs on domestic 
residents in exchange for benefits that will accrue largely to 
foreigners. There would be a strong temptation for 
governments to look the other way when firms were exceeding 
their emissions permits. For the treaty to be viable, however, 


each participating country would need to be confident thar all 
industrialized and developing countries. Permit trading ofthe other participants were enforcing it. This would require 
would do little to lower abatement an elaborate and expensive international mechanism for 


potenual gain from trade in emissions rights between 









"И eee у costs when the participating countries monitoring and enforcement. | 
An international permit: ik sene | | 
та iad di have fairly similar technology. š 
И“ o ‚ташны > Allin all, an international permit system aimed at stabilizing 
i : | 
Я SESS йн] Moreover, the U.S. proposal would emissions would not be politically viable in developed 
would not be politically : ' 3 
. probably not even achieve the goal countries, would distort or compromise the world trade system, 
viable in developed 


of stabilizing emissions. Britain, would be unattractive to developing countries, and would be 
Germany, and especially Russia are all 
already below their 1990 emission 


levels and would be able to sell their 


countries, would distort 
or compromise the 
world trade system, 
vould be unattractive to 


difficult to monitor and enforce. 








developing countries, 
ind would be difficult to 
monitor and enforce. 








unused permits abroad. In tha: case the 
permit system would really amount to 


nothing more than an elaborate 





accounting mechanism for counting 
increases in emissions in countries like 
the United States against the 1990 
allocation for Russia. There would be little or no overall 
reduction. И Russian economic growth begins to recover, the 
demand for permits within Russia would increase, sharply 
driving up the world price of permits. This could add an ironic 
twist to an international permit policy: if Russia were to grow 
quickly, the United States could soon become the developed 


"world's low-cost emissions abater. In that case the United 


States would be a net seller of permits, and the rest of the 
industrial world would end up paying it to reduce its 


Finally, one further problem with the U.S. proposal, 
acknowledged even by its supporte, is that no individual 
government would have any incentive to police the agreement. 





А BETTER APPROACH: 
NATIONAL PERMITS AND EMISSIONS FEES 








The international permit system is an impractical policy 
focused on achieving the unrealistic goal of stabilizing 
emissions. A better approach would be an international 
agreement setting up a system that combines « sions 
permits and fees at the national level. As in the U.S. — vosal, 
each country would be allowed to distribute emissions permits 
equal to its 1990 emissions. The permits could be given away, 
auctioned, or distributed in any other way the government of 
each country saw fit. Unlike in the U.S. proposal, each 
government would also agree to sell additional permits for a 
specified fee, say U.S. $10. Firms within a country would be 
required to have emissions permits equal to the amount of 
emissions they produce. They could buy the permits from 
other firms or from the government for the stated fee. 


Under this system firms would have an incentive to reduce 
emissions whenever they could do so for less than $10 а ton. 


"o imn 


T A Better Way to Slow Globa! Climate Chan 
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Because the total Supply of permits would not be fixed, the through fees would be available for a variety Of purposes: to 
policy would not guarantee precisely how much abatement reduce budget deficits, lower personal income taxes, Or shore up 
will be done. However it would ensure that any abatement social insurance Programs. This would give governments enough 
would be done ar Minimum cost. Moreover, firms would incentive to enforce the policy that little ОГ no international 
always have an incentive to reduce further, either to avoid monitoring would be needed. 
having to pay the fee or to be able to sell excess permits. - 

Finally, the permit and fee system would be flexible The fee 
Because the government could give the base block of 1990 could be adjusted as needed when better information became 
permits away for free, the permit and fee policy is politically avaliable on the seriousness of climate change and the cost of 
quite different from a simple tax Оп carbon emissions, an reducing emissions. Equally important, it would be easy to add 
alternative policy that has often been proposed. The exemption Countries to the system over time: those interested in 
for 1990 emissions would lower the cost of the policy to industry joining would only have to adopt the policy 












by well over $10 billion a year relative to а carbon tax of the domestically and no intemational negotiations would № ° The real choice 
same size. To see this, recall that in 1990 U.S.carbonemissions be required. This flexibility is crucial because 15 not between 
were about 1,340 million tons. Under a flat $10 carbon tax, negotiations to date suggest that only a-small subset a sharp 


reduction and a 
more modest 
Policy; it is 


firms would have to pay $13.4 billion in taxes each yearontheir of countries would agree to be initial participants in 
1990 emissions, plus an additional $10 foreach ton of emissions а climate change treaty. Among the countries not 
above 1990 levels. Under the permit and fee scheme, the fee expected to participate are China and India, both of 


would apply only above 1990 levels. Firms would save $ 134 whichare growing rapidly and will soon account for between a 
billion a year yet have an equally strong incentive to reduce large shares of world carbon dioxide emissions. A modest policy 
emissions at the margin. This would make the policy much more treaty that cannot easily be extended to allow these and no pol гсу 
palatable to industry. | countries to participate will do little to control long- at all. 






term emissions. 


Sep forward in protecting the environment from excessive climate . In fact, many of the permit and fee system’s practical 
change. It would not necessarily stabilize world carbon emissions. advantages arise because it is really an internationally 
but it would certainly reduce them below the level that wouid Coordinated system of domestic policies rather than an 
exist without any policy or with a Stronger but unimplemented international policy in the usual sense. The U.S. proposal is 
policy. It would also provide valuable information abouthow much less flexible because any change in the number of 
much abatement can be done at low Cost and how expensive it permits or the countries participating in the agreement would 
would really be to stabilize emissions. There is much debate require international negotiation. 


believe that it will be quite costly, but others argue that emissions 
can be reduced substantially at low cost. А modest emissions fee CONCLUSION 


would do a lot to show which group is right. | 

The 0.5. proposal to stabilize carbon dioxide emissions 
The permit and fec policy would also give governments a built- | using an international system of tradable permits is attractive 
inincentive fo monitor and enforce the treaty. The revenue raised in theory but fatally flawed in practice. Ithas several major 
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problems, each of which would make the treaty difficult to 
ratify. First, it focuses exclusively on stabilizing emissions 
even though a better case can be made for reducing the rate 
of emissions growth. Second, it would involve large 
international transfers of wealth. Third, it would lead to 
major changes in exchange rates and the pattern of 
international trade. Fourth, it would be difficult to monitor 
and enforce. Together these problems mean that a treaty 
based on the U.S. proposal will have little effect on carbon 
emissions because it will never be implemented. 


А system of national permits and emissions fees would be a 
better policy. It would slow the growth of emissions and 
would do so without creating large international capital flows 
or disrupting the world trade system. It would also be easier 


to monitor and enforce. These advantages arise from the 
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fact that the permit and fee policy is really an internationally: 
coordinated system of domestic policies rather than an 
international policy in the usual sense. Because of this, it 
demands less surrender of national sovereigntv and is a more 
practical way to achieve international goals. 


Some may object to the permit and fee system because it 
would not guarantee а sharp reduction in emissions. 
However, the real choice is not between a sharp reduction 
and a more modest policy; it is between a modest policy ` 
and no policy at all. The U.S. proposal, even though its 
goal is to stabilize emissions, will do nothing to control 
global warming because it has no real chance of ratification. 
The permit and fee system is a practical policy that would 
be a significant step toward addressing the problem of 
c::aate change. 
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| tween the U.S. and the European Union | 


| bubble arrangement has allowed union - 


| amounts to an exclusive trading arrange- |. 


Global-Warming Pact Is Threatened 
By Dispute Over Emissions Trading | 


By JOHN J. FIALKA Fate ' у | 
Staff Reporter of Тик Wai. STREET JOURNAL | 


KYOTO, Japan — А serious dispute be- 


over the knotty subject of emissions trad- | 
ing put negotiations over a global warming | 
treaty in turmoil just as more than 150 
nations meeting here had been scheduled | 
to approve it... ` бо a а E 

. After 24 -hours of marathon: talks im | 





E a 


still held out hope ar agreement. бош be” 


a =. 


closed: sessions:: diplomats: on: bath: sides}: j 
made to start global -curbs on the emission: f 


, Of man-made "greenhouse; gases” "that | 
| many -scientists -believe · аге ] 


E Det: 


=. 
+ 


Earth's climate; с: = 


TA 


tween the 15 members of the EU called ће. | 


“European Bubble." In-effect it. allows. | 


nations such.as Germany and the United | 
Kingdom, which have made major reduc- 
tions in their carbon-dioxide: emissions 
Since the base year of 1990, to share the 
reductions with other EU members. The 


members to propose the strongest reduc- 
tion in emissions levels. Є 

The U.S., Canada, Japan and other 
industrial nations have argued that it 


ment and a bar to their proposal for a 
global trading regime where all industrial 
nations could swap emissions credits and, ' 
thus, help each other. meet-overall emis- 
sions limits. But the EU has been holding 
fast. 

. In what appeared to be a last-ditch 
attempt to puncture the EU bubble yester- 
day, the head U.S. negotiator, Undersecre- 
tary of State Stuart Eizenstat, said last 
night that the U.S. and other nations, 
including Japan, Russia, Australia, New 
Zealand and Canada, were forming a rival 
"umbrella" trading group. The inclusion 
of Russia is significant because, like 
Germany, it would have many credits to 
trade. | 

Appearing tired and tense after a day of 
bargaining, Mr. Eizenstat said “these dis- 
cussions have yielded some progress, but 
we still have far to go, and we do not sense ` 
the urgency on the part of many countries 
that 15 necessary, given the lateness of the 
hour." He refused to take questions from 
the press. 

Christine Steward, Canada's minister 
of environment, was more blunt. "What we 
see is European intransigence,” she told 
reporters. | " d 


“warming ` 

But the principal stumbling. block for. |: ` 
the U.S. remained, despite all-night nego-- |... 
tiations. It is a trading arrangement ђе: | | aM À 2 
` +| dioxide, must be a necessary ingredient of 





a 


eg 






| faced with an emissions limit a variety of 


| effort was to make the global warming 


pose to merely return to 1990 levels by 2012. 


that Ambassador Raul A: Estrada, the | 





Emissions trading is intended to ease 
the economic pain of meeting limits on 
greenhouse gases such as CO2 by using 
market mechanisms to focus pollution- 
abatement efforts on the dirtiest problems. 
For example, it would give a U.S. company 









































choices. It could buy relatively expensive 
pollution-abatement equipment, or it could. 
help clean up dirtier factories ji: develop-: |: 
ing countries, ^whielt could be®chedper- |: 
and, arguably, more effective in reducing `|. 
the globe's accumulating burden of COŻ in || 
the atmosphere. . --- = = 
The U.S., Japan and Canada have 
asserted that the "flexibility" provided by | 
such trading, patterned after successful 
U.S. efforts to curb emissions of sulfur 


any treaty. The EU, on the other hand, has 
ridiculed such international trade as a 
"loophole," meanwhile clinging to the bub- ` 
ble concept that would allow some of its 
member nations, such as Portugal, - to 
increase their emissions by as much as 
40% in the coming decade. 

One of Mr. Eizenstat's chief opponents 
on the issue, Ritt Bjerregaard, minis- 
ter of environment for the EU, said her 


treaty "as ambitious as possible." Emis- 
sions trading and other aspects of the U.S. 
position, she said, amounted to loopholes 
that would ease the burden on a country 
that “doesn't do what it should be doing | 
domestically.” | 

Using the bubble concept, the EU has 
said its members can, collectively, lower 
their 1990 level of emissions by 15% by 2010. 
During negotiations, the U.S. tried to 
reduce the percentage. Earlier, it had pro- 





Now it is proposing to make at least а 3% 
reduction if emissions trading and other 
elements: it wants are included in the 
treaty. Because the U.S. economy is grow- 
ing, the proposal would require roughly а | 
33% cut in emissions levels. ` - | 

` The bubble vs. umbrella dispute has 
been So. prolonged and frustrating here 


Argentine diplomat in charge of the United 
Nations convention working group as- 
Signed to prepare the treaty, issued a final 
draft of his own yesterday that put off any 
decisions over emissions trading. 
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Kyoto climate| 
change talks 
agree treaty 
at last minute 








прожима љ7 ate 


By. Leyla. Boulton. ánd 
Bethan Hutton in Kyoto 


А. treaty to ‘combat, climate , 
today after an extraordimary res- 


Oyuela, chairman of the confer- 
ence. 

However, senior US legislators 
accused the administration of 
selling out US interests at the 
conference, and said any treaty 
emerging from the talks was 
likely to be rejected flatly by the 
senate. ` 

Speaking in advance of confir- 
mation of a deal, Senator Frank 
| Murkowski, chairman of the Sen- 
ate energy committee, said 
reports from his aides attending 
the conference suggested that 
any Kyoto accord would be "dead 
on arrival” at the US 
legislature. 

Mr Estrada's intervention fol- 
lowed last-minute objections to 
the treaty from China and India 
over proposals to trade emissions 
targets between industrialised 
and developing countries. They 
argued trading might allow rich 
countries to continue growing at 
their expense without reducing 
overall emissions. 

Last-minute diplomatic efforts 
kept the US on board after it had 


reduction targets.agreed with 
Japan and the European Union. 
It had said these targets had been 
conditional on developing coun- 
tries being allowed voluntarily to 
undertake their own emission 
curbs. This clause was dropped 
by Mr Estrada as he sought to 
salvage the bare bones of the 
treaty. 

Mr Estrada, Argentina's ambas- 
sador to China, unilaterally 
| added to the draft an article to 
delay until a meeting in Buenos 
Aires next year discussion of 


change was agreed in Kyoto early” 
cue effort by ‘Raul Estrada- | 


sought to revise the emission. 
onstrate to the world as we have 


di ui CERE. Ë Xx 
— on emissions trading. 


. ` He then steamrollered through | 
w .the rest of the draft agreement, |. 
in Ње face of further objections |. 
` from oil-producing states, led by | 
Saudi Arabia and Kuwait, which |, 
have always been hostile to a 

treaty that would curb Iossil fuel 


consumption. 


“This man has been brilliant. . 


He's been able to create some- 
thing out of nothing," said John 


Prescott, the UK deputy prime | 


minister. 
The treaty imposes a legally- 


binding target on industrialised | 


countries for a general 6 per cent 
reduction in greenhouse gas 
emissions by 2010. But in private 


negotiations, the EU, the US and |- 
Japan agreed to targets of 8, 7 |: 
and 6 рег. cent respectively. The | 


most important greenhouse gas 
is carbon dioxide from fossil fuel 
consumption. It will found an 
unprecedented regime for trading 


emissions. À clean development | 


mechanism will enable compa- 
nies in the industrialised world 
to gain credit against domestic 
emission reduction targets by 
investing in climate-friendly 
technology in developing coun- 
tries. 

"We are at a historic juncture," 
Stuart Eizenstat, the chief US 
negotiator, told delegates: "We 
have the opportunity to...dem- 


been admonished to do that once 
and for all the developed world is 
ready to meet this historic chal- 


lenge by agreeing legally-binding 3 


reductions.” 

The US itself had set the stage 
for confrontation in Kyoto, how- 
ever, by insisting, under pressure 


from the US Senate, that develop- | 


ing nations play a “meaningful” 
role in tackling climate change. 


Conference report, Page 6 
Observer, Page 11 
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koor Nations Reject Role оп Warming 


` By CALVIN SIMS 


KYOTO, Japan, Dec. 12 — While 
the Clinton Administration has said 
it will not submit a landmark envi- 
ronmental agreement for Senate ap- 
Proval unless developing countries 
alsó'do more, the world's poor argue 
that'cost and fairness dictate that the 
sacrifices needed to preserve the 


globe's'climate should not be heaped - 


on: them. 

“Ewen with the signing of the ac- 
сотд here this week by 160 countries, 
industrialized and developing na- 
tions continue feuding over which 
side: bears the burden for reducing 
emissions of gases implicated in 
global warming. 

; "ће developing countries upset the 
conference by refusing to commit 
themselves to emission reduction 

targets that their wealthier counter- 
_ parts have pledged to meet under the 
agreement. 

‚Роогег countries were exempted 
from such goals and were called on 
only,to take part in efforts to use 
cleaner energy sources that would be 
sponsored by richer nations. 

y» -How can we devote our precious 
resources towards reducing emis- 
Sions when we are struggling every 
day just to feed, clothe and house our 
citizens?" said F.V. Mayinga 
Mkandawire, Malawi's Minister of 
Forestry, Fisheries. and Environ- 
mental Affairs. 

‚Де resistance by developing 
countries came after many years of 
fence-sitting in the face of Western 
pressure, and it marked a turn to- 
ward a more antagonistic stand 

3 gainst the global cleanup effort. 

2 Rut poorer countries have long ar- 
gued that the world's rich industrial- 
ized ‘countries got that way by using 
the, cheapest and dirtiest energy 
sdjirces available to them for gener- 
ations. 

“Most of the gases already contrib- 
uing the globe's warming have 
come from industrialized nations. 
For example, the current per-capita 
emissions of the gases in.developing 
countries are far below those in ener- 
£y-intensive countries like the Unit- 
ed States and Japan. 

“The third world produces far less 
of these dangerous gases than indus- 
trialized nations, but we are being 
asked to do more than our fair share 
t0 clean them up," Mr. Mkandawire 
sáid. 


Even rich countries fear the eco- 
nomic effects of complying with the 
costly reductions outlined in the pro- 
posed treaty, and they have far 
greater resources and know-how 
aVailable to them. . 

"For poorer nations, meeting the 
accbrd's goals would not merely 
forcë them to make factories run 


P 


= 
ee 


. Cleaner or to forego buying gas-guz- 


zling minivans and Suburbans as in 
the West. It would instead call for 
Sacrifices far more basic to their 
social and economic development. 

If the West wants the cooperation 
of poorer nations, these countries 
say, it should share its wealth and 
technology. 

The developing nations also main- 
tained that the West has ignored the 
progress they have already made in. 
reducing emissions. 

Prosposals at this week's confer- 
ence from industrialized countries 
tor voluntary emission cuts by devel- 
oping nations proved that point, they 
said. The talks nearly fell apart when 
delegates from 130 developing coun- 
tries flexed their combined muscle in 
opposition to just such a plan. 

"It's a myth that the developing 
countries don't care about the envi- 
ronment,” said Jonathan Lash, pres- 
ident of the World Resources Insti- 
tute, a Washington-based research 
organization. "Many of these coun- 
tries have already made significant 
reductions in their emissions, but 
larger, more industrialized nations 
rarely acknowledge this fact." 

For example, Mr. Lash said that in 
recent years, China had increased its 
fuel prices by 121 percent, resulting 
in a 20 percent reduction in emis- 
Sions of carbon dioxide. He noted 
similar emission reductions by India, 
Mexico and Brazil, which have also 
raised fuel prices. In some cases 
these steps were taken to increase 


Eovenment revenues, but the envi- | 


ronmental effect was the same. 

. In addition, environmentalists say 
India has become the world’s largest 
wind-energy producer. and Bangla- 


“desh has provided energy to many of | 


its rural villages with solar power. ` 

But it is less the current situation 
than the projections for the.future 
that make the participation of devel- 
oping nations vital to any effective 
action to stem climate change, many 
experts say. 

Although developing nations now 
account for 30 to 40 percent of the 
world's emissions of the so-called 
greenhouse gases, they account for 
80 percent of the world's population, 


and their emissions will soon exceed | 


those of industrialized countries as 
their economies expand. 

If the world's most populous, poor- 
er countries indeed develop as much 
of the West did — burning coal and 
other fossil fuels — the consequences 
will be disastrous, some experts say. 

"Within the next 30 years, in- 
creases in emissions by developing 
countries will reach the point where 
it's fair to say that the problem of 
global warming cannot be solved un- 
less these nations agree to emissions 


targets," Mr. Lash said. “We in the 
industrialized world created the 
problem, but we can't solve it with- 
out cooperation from the developing 
countries," 

But that cooperation may prove 
difficult to gain, particularly given 
the economic restraints of poor coun- 
tries, and it may depend on some 
sign that richer nations are meeting 
their own commitments to reduce 
emissions. 

Under the accord, which must be 
approved by the legislatures of the 
countries that have signed it, indus- 
trialized nations agreed to cut emis- 
sions by an average of 5.2 percent 
between 2008 and 2012. 

Yet another bone of contention was 
a plan to set up an emission trading 


System that would allow countries : 


that exceed their pollution limits to 
purchase ''credits" from countries 
that pollute less. The United States, 
in particular, said Congressional ap- 


proval of the accord could depend on 


Such a provision. 

The developing nations said they 
feared that such a trading system 
would allow rich countries to buy 
their way into compliance. 
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ог, Why Ronald Coase Deserved the Nobel Prize 


by David Friedman 


Economics has undergone a revolution in the theory of "externalities," such as 
pollution, though you wouldn't know it if you listened only to the regulators and 


politicians. | 


Theorem," generally presented as a 


| theoretical curiosity of no practical im- 
portance. The second and much small- 


er group consisted of people who were 
familiar with the importance of 
Coase's work — and assumed that the 
Swedish Academy was not 

Some people get the Nobel Prize 
for doing a large amount of complicat- 
ed and technical work that is difficult 
for an outsider to understand. Coase is 
at the other extreme. His contribution 


{ to economics has largely consisted of 


thinking through certain questions 
more carefully and correctly than апу- 
one else, and in the process demon- 


| stating that answers accepted by 


| virtually the entire profession were 


false. One side effect of his work was a 


| new Geld of economics: economücanal- ` 


ysis of law, the attempt to use econom- 


| ic theory to understand legal systems. 


| While there would 


| CENPEEENN ی‎ = == 


y be some- 


One of Coase's important contribu- 
tions to economics was to rewrite the 
theory.of externalities — the analysis 
of situations, such as pollution, where 
one person's actions impose costs (or 
benefits) on another. His ideas are suf- 
ficiently simple to be understood by а 


== = 


аи ی‎ Ce ШШШ шыш шз = d m w +--+ === 


al 


layman, as [ will try to demonstrate in 
the next few pages. and suffiGentlv 
deep so that they have not yet been en- 
rely absorbed Бу «ће profession: to a 
considerable extent what is still taught 
in the textbooks is the theory as stated 
prior to Coase. 

То understand Coase's contibu- 
tion, it is useful to start with the theory 
of externalities as it existed before 
Coase published “The Problem of 
Social Cost,” the 1960 essay that first 
introduced the Coase Theorem to eco- 
nomics. The basic argument went as 
follows: 

In an ideal economic system. goods 
worth more than they cost to produce 


use of their land, etc.) and receive the 
value of what they produce when they 
sell it. If a good is worth more than it 
costs to produce, the producer receives 
more than he pays and makes a prot 


= Rie мии pum т=ш= = = 


if the good is worth less than it costs to 
produce he takes а loss. So goods that 
should be produced are and goods 
that should not be produced are not 
This only works if producers must 
pav all of the costs associated with pro- 
duction. Suppose that is au. the case. 
Suppose, for example, that a steel pro- 


ducer. in addition to using iron ore. | 


coal eic, also “uses” clean air. In the 
of r 3 ing a ton of steel he 


puts ten pounds of sulfur dioxide into 


the air, imposing (say) 5100 worth of 


bad smells, sore throats, and corrosion | 


on people ‘downwind. Since he does 
not pay for that cost, he does not in- 
clude it in his profit and loss caicula- 
tions. As long as the price he sells his 
steel for at least covers his costs it is 
worth making steel. The result is inefa- 
dent Some goods may be produced 
resulting polluton,. is greater than 

- [t is inefficient in another respect 25 
well. The steel producer may be able to 
reduce the amount of pollution by var- 
ious control devices — air filters, low 
sulfur coal, hight smokestacks — at 2 


cost. Calculated in terms of the net ef- | 


fect on everyone concerned, it is worth 
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cHminadng pollution as iong as the 
cost is less than the poilution damage 
zrevented — in our exampie. as long as 
it costs less than 510 to prevent a 
pound of sulfur dioxide ecussion. But 
the steel producer, in Agunng out how 
to maximize his profit. includes in his 


calculations only the costs he must pav. 


So long as he does not bear the cost of 
the pollution, he has no incentive to 
prevent it. So the fact that air pollution 
is an external cost results in both an in- 
efficientiv high level of steel produc- 
tion (it mav be produced even when it 
is not worth producing) and an meffi- 
ciently low level of pollution control. 
There are two obvious solutions. 
One is direct regulation — the govern- 








The first step is to realize 
that an external cost ts not 


| simply а cost produced by the 


pollutor and born by the vic- 
tim. Іп almost all cases, the 
cost is a result of decisions by 


both parties. 








ment tells the steel companv how much 
it is allowed to pollute. The other is 
emission fees — referred to by econo- 
musts as Pigouvian taxes (named after 
A. C. Pigou. the economust whose ideas 


| Lam describing). 


Under a svstem of Pigouvian taxes, 
the government charges the steel сош- 
pany for the damage done bv its pollu- 
tion — S10 per pound in this example. 
Ву doing so it converts the external cost 
into an internal cost — internalizes the 
externality. In deciding how much steel 


| to produce and what price to sell it at, 


the company will now inchide the cost 
of its pollution — paid as an emission 
fee — along with other costs. In decid- 
ing how much pollution control equip- 
ment to buy, the company balances the 
cost of control against its benefits, and 
buys the optimal amount So а system 
of emission fees can produce both an 
efficient amount of steel and an effi- 
cent amount of pollution control 
In order to achieve that result, the 
imposing the fees must be 


| government 
able to measure the -cost imposed by 
|. pollution. But, unlike direct regulation, 
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he use Of emission fees does not re- 
quire the goverrznent to measure the 
cost of preventing pollution — whether 
bv installing air filters or ov producing 
less steel. That will be done bv tne steel 
companv, acting in its own interest. 

| have just described the theory of 
externalities as it existed before Coase. 


Its conclusion is that, as long as exter- 


nalities exist and are not mternalized 
via Pigouvian taxes, the result is шебћ- 
cient. The inefficiency is eliminated by 
charging the polluter an emission fee 
equal to the damage done Бу his pollu- 
tion. In some real world cases it may be 
difficult to measure what the damage 
is. but, provided that that problem can 
be solved. using Pigouvian taxes to in- 


‚ ternalize externalities produces the effi- 
` Gent outcome. 


That analysis was accepted by vir- 
tually the entire econonucs profession 
prior to Coase's work in the field, and 
still is accepted by a good deal of the 
profession. [t is wrong — not in one 
wav but in three. The existence of exter- 
nalities does not necessarilv lead to an 
inefficient result. Second. l'igouvian 
taxes. even if they can be correctly cal- 
culated, do not in general lead to the ef- 
ficient result Third. and most 
ит тате, the problem is not really ex- 
te: Нез at all — it is transaction 
costs. 

I like to present Coase’s argument 
in three steps: Nothing works. 
Evervthing works. [t all depends. 


Nothing Works 

The first step is to realize that an ex- 
ternal cost is not simply а cost pro- 
duced by the polluter and born by the 
victim In almost all cases. the cost is a 
result of decisions by both parties. [ 
would not be coughing if your steel 
mill were not pouring out sulfur diox- 
ide. But your steel mill would do no 
damage if І (and other people) did not 
happen to live downwind from it. It is 
the joint decision — yours to pollute 


and mine to live where you are pollut- 


ing — that produces the cost. 
Suppose that, in a particular case. 
the pollution does 5100000 a year 
worth of damage and can be eEninat- 
ed at a cost of anly $80,000 a year (from 
here on, all costs are per year). 
assume that the cost of shifting all of 
the land downwind to а new use uraf- 
fected by the pollution — growing бте 


emissions in southern California would 


adjacent to the factory. The factory, 
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ber instead oi renting out sum=er re- 
sorts. sav — is onlv 550.000. If we im- 
pose an emussion fee of.a hundred | 
thousand dollars a vear, the steel mii] | 
stops polluting and the damage is elim- 
inated — ata cost ої S80.000. ү we imp 
pose no emussion fee the miil 
polluting, the owners of the land stop 
adverüsing for tenants and plant trees 
instead, and the problem is again 
solved — at a cost of 550,000. In this 
case the result without Pigouvian taxes 
is efficient — the problem is eliminzted 
at the lowest possible cost — and the 
result with Pigouvian taxes is 
inefficient. | | 

Moving the victims mav not be a 
very plausible solution in the case of 
air pollution: it seems fairly certain that 
even the most draconian limitations on 


be less expensive than evacuating that 
end of the state, But the problem of ex- 
ternalides applies to a wide range of 
different situations, in many of which it 
is far from obvious which party сап 
avoid the problem at lower cost, and in 
some of which it is not even obvious 
which one we should call the victim. 
Consider the question of airport 
noise. One solution is to reduce the 
noise. Another is to soundproof the 
houses. A third is to use the land near 
airports for noisy factories instead of 
housing. There is no particular reason 
to think that one of those solutions is 
always best. Nor is it entirely dear 
whether the "victim" is the landowner 
who finds it difficult to sleepin his new | 
house with jets going by overhead or 
the airline forced by a court ог a regula- |: 
tory agency to adopt expensive sound 
control measures in order to protect the 
sleep of people who chose to build 
their new houses in what used to be 
wheat fields — directly under the air- 
port's flight path. 
Consider а simpler case, where the | 
nominal offender is cleariv not the low» 
est cost avoider. The owner of one of 










twenty years with no complaints from 
5 п of the 


while not especially noisy, is too noisy 
for something located two feet from the 
wail of a recording studio. So the 
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owner of the studio demands that the 
factory shut down. or else pay damages 
equal to the full value of the studio. 
| There are indeed "external costs^ asso- 
ciated with operating à factory next to a 
recording studio — but the efficient so- 
lution is building the studio at the other 
| end of the lot, not building the studio 
| next to the factory and then dosing 
down the factorv. 
` So Coase's first point is that "exter- 
nalities” are a joint product of “pollut- 
ег” and “victim,” and that а legal rule 
that arbitrarily assigns blame to one of 


ling works — whichever party the 
blame is assigned to, by government 
regulators or by the courts, the result is 
likely to be inefficient if the other party 
could prevent the problem at 2 lower 
cost. . 

One of the arguments commonly of- 
fered in favor of using Pigouvian taxes 
instead of direct regulation is that the 
regulator does not have to know the 
cost of pollution control in order to pro- 
duce the efficient outcome — he just 
sets the tax equal to damage done, and 


lets the polluter decide how much pol- ` 


lution to buy at that price. But one of 
| the implications of Coase’s argument 5 
that the regulator can only guarantee 
the efficient outcome if he knows 
enough about the cost of control to de- 
аде which party should be considered 
the polluter (and taxed) and which 
should be considered the vicum. 


Everything Works 

The second step in Coase’s argu- 
ment is to observe that, as long as the 
parties involved can readily make and 
| enforce contracts in their mutual inter- 
est, neither direct regulation nor 
Pigouvian taxes are necessary in order 
to get the efficient outcome. All you 
need is a clear definition of who has a 


_ | | tight to do what and the market will i 
| take care of the problem. 


То see how that works, let us go 
back to the case of the steel mill and the 
resorts. Suppose first that the mull has a 
legal right to pollute. In that case. as I 
Originally set up the problem. the effi- 


dent result occurs immediately. The 
lowest cost avoiders are the owners of 
the land downwind; they shift from 


. Operating resorts to growing timber. 


What if, instead, the legal rule is 
that the people downwind have 2 
right mot to have their air polluted? 


` The result will be exactly the same. 








One solution to the problem 
f airport noise is to reduce the 
noise. Another is to soundproof 


tions is always best. 








The mill could eliminate the pollution 
at a cost of $80,000 a year. But it is 
cheaper to pay the landowners some 
amount, say $60,000 a year, for pernis- 
sion to pollute. The landowners will be 
better off, since that is more than the 
cost to them of changing the use of the 
land, and the steel mill will be better 
off, since itis less than the cost of elini- 


lower its cast to $20,000. In that case. 
whether or net the mull has the right to 
pollute, it will find that it is better off 
not polluting. If it has the right to pol- 
lute, the landowners will pay more 
than the $20,000 cost of pollution con- 
trol in exchange for a that it 
will not exercise its right. If it does not 
have the right to pollute, the most the 
steel mull will be willing to offer the 
landowners for permission to pollute 5 
$20,000, and the landowners will turn 


other words, 
the mutual benefit of the parties con- 
cerned gets made — then any initial 
definition of property rights leads to an 


efficient outcome. 


[t is this resul t that is somes ли 


ferred to (by people othé- than Coase) | 


as the “Coase Theorem” It leads im 


mediately to the final stage of the | 


argument. 


It АД Depends (On 
Transaction Costs) 


Why is it, if Coase is correct, that | 


we still have pollution in Los Angeles? 
One possible answer is that the pollu- 
ton is efficient — that the danuge it 
does is less than the cost of preventing 
it A more plausible answer is that 


much of the pollution is inefficient, but | 


that the transactions necessary to elim- 
inate it are prevented by prohibitiv ely 
high transaction costs. 

Let us return to the steel mil 


the mill has the right to pol- | 


lute, but that doing so is inefficient — 
pollution control is cheaper than either 
putting up. with the pollution ог 
changing the use of the land down- 


wind. Further suppose that there area | 


hundred landowners downwind. 
With only one landowner, there 
offerto pay the mull for the cost of the 
pollution control equipment, plus a lit- 
tle extra to sweeten the deal But 2 
hundred landewners face what econo- 
ninety of them put up the money and 


ten do not, thie ten get a free ride — по | 


pollution and no cost for pollution con- 
trol. Each landowner has an incentive 
to refuse to pay. figuring that his рау- 
mentis unlikely to make the difference 
between success and failure in the at- 
tempt to bribe the steel mill to elini- 
nate its pollution. If the attempt is 
going to fail even with him, then it 
makes no difference whether or not he 


contributes. If it is going to succeed | 


even without him, then refusing to- 


contribute gives himi 2 free-ride. Only 
does he gain by agreeing te contribute. 
There are a variety of ways in 
which such problems may sometimes 
be solved, but mone that can always be 
to work. The problem be 

comes harder the larger the number of 
people involved. With many millions 
of people living in southern California. 
it is hard to imagine any plausible wey 
the money to pay all polluters to re- 
duce their pollution. | 
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This is one example of the sort of 
srodlem referred to under the general 
wel of transaction costs. Another 
would occur if we reversed the as- 
sumptions. making pollution (and tim- 

ber? the effiaent outcome but giving 


the landowners the right to be pollu- 








The law should define prop- 
erty in such a way as to mint- 
mize the costs associated with 
incompatible uses. 








| вос-бее. If there were one Lindownet 


the steel mill could buy from him the 
right to pollute. With a hundred, the 
кшй must buy permission from all of 
them. Ánv one has an incentive to be a 


holdout.— to refuse his permission in 


the hove of getting paid off with a 
large fraction of the money the mill will 


| save from not having to control its pol- 
‘ution. Íf too many landowners try that - 


ipproach the negotiations will break 
own. and the parties will never get to 
the efficient outcome. i 

Seen from this perspective, one wav 


of staüng Coase's insight is that the. 


problem is not really due to externali- 
ties at all, but to transaction costs. Ш 
there were externalities but no transac- 
tion costs there would be no problem, 
since the parties would alwavs bargain 
to the efficent solution. When we ob- 


| serve externality problems (or other 


forms of market failure) in the real 
world, we should ask not merely 
where the problem comes from, but 
what the transaction costs are that pre- 


vent it from being bargained out of 


cxistence. 
Coase, Meade, and Bees 

Ever since Coase published "Ihe 
Problem of Social Cost, economists 
unconvinced by his analysis have 
argued that the Coase Theorem is 
merely a theoretical curiosity, of little 


| or по practical importance in a world 


where transaction costs are rarely zero. 
One famous example was in an article 
bv James Meade (who later received a 
Nobci Prize for his work on the eco- 
nomucs of international trade). _ 

Meade offered, as an example of the 
sort of externality problem for which 
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Coase's approach offered no praczcal 
soiugon, the externalities associated 
with honev bees. Bees graze on the 
flowers of various crops, so a farmer 
who is growing crops that produce nec- 
tar benefits the beekeepers in the area. 
Tne farmer receives none of the benent 
himself. so he has an inefficiently low 
incentive to grow such crops. Since 
bees cannot be convinced to respect 
ргорепу rights or keep contracts, there 
is. Meade argued. no practical wav to 


apply Coase's approacn. We must ei- 


ther subsidize farmers who grow nec- 
tar rich crops (a negative Pigouvian 
tax) or accept inefficiency in the joint 
production of crops and honey. 

It turned out that Meade was 
wrong. In two later articles, supporters 
of Coase demonstrated that contracts 
between beekeepers and farmers had 
been common practice in the industry 
since early in this century. When the 
crops were producing nectar and did 
not need pollination, beekeepers paid 
farmers for permission to put their 
tives in the farmers’ fields. When the 
crops were producing little nectar but 
needed pollination (which increases 
velds), farmers paid beekeepers. Bees 
may not respect property rights but 
they are, like people. lazv, and preter to 
forage as close to the hive as possible. 


Coase, Property, and the 
Economic Analysis of Law 

“The Problem of Social Cost” pro- 
vides more than merelv a revolution- 
ary rethinking of the question ot 
externalities. [t also suggests a new and 
interesting approach to the problem of 
defining Property rights. 

A court in settling disputes involv- 
ing property, or a legislature in writing 
a law code to be applied to such dis- 
putes, must decide pust which of the 
rights associated with land are indud- 
ed in the bundle we call “ownership.” 
Does the owner have the right to pro- 
hibit airplanes from crossing his land а 
miie up? How about a hundred feet? 
How about people extracting oil from a 
mule under the land? What rights does 
he have against neighbors whose use of 
therr land interferes with his use of his? 
If he builds his recording studio next to 
his neighbor’s factory, who is at fault? 
If he has a right to silence in his record- 
ing studio, does that mean that he can 
forbid the factory from operating, ог 


‚ simple thing. | 


‚В, they come in the same bundle. The 


‚ ог all cases, what rights belonged to- 


T 


only that he can sue to be reimbursed 
for his losses? [t seems simple to sav 
that we shouid have private property 
in land, but Ownership of land зе Mori 


тһе Coasian answer to this set of 
probiems is that the law should define 
property in such a wav as to minimize 
the costs associated with the sorts of in- 
соглрапоје uses we have been discuss- 
ing — factories and recording studics, 
or steel mulls and resorts. The first step 
in doing so is to try to define rights in 
such a wav that, М right А is of most 
value to someone who also holds right 


right to decide what happens two feet 
above a piece of land is of most value 
to the person who also holds the right 
to use the land itself, so it is sensible to 
include both of them in the bundle о: 
rights we call “ownership of land.” On 
the other hand, the right to decide who 
flies a mile above a piece of land is of 
по special value to the owner of the 
land, hence there is no good reason to 
include it in that bundle. 

if, when general legal rules were 
being established. we somehow knew. 








Coase demonstrated that 
what everyone else in the pro- 
fession thought was the correct 


analusis of the problem of ex- | 


ternalities was wrong, and, in 
the process, he opened up a 
whele new approach to the use 
of economics to analyze law. 








gether, the argument of the previous 
paragraph would be sufficient to tell us 
how property rights ought to be de- 
fined. But that is very unlikely to be the 
case. In many situations a right, such as 
the right not to have 
than X decibels made over a particular 
piece of property, may be of substantial 
value to two or more parties — to the 
owner of the property and the owner of 
the adjacent factory in my earlier exam- 
ре. There is no general legal rule that 
will always assign it to the right one. 
In this case, the argument underly- 
ing the Coase Theorem comes into 
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play. If we assign the right initially to 
the wrong person, the right person, the 
one to whom it is of most value, can 
still buy it. So one of the considerations 
| im the initial definition of property 








For some problems, there is 
no legal rule, no form of regu- 
lation, that will generate a 
| fully efficient solution. The real 
choice is not between an ineffi- 
cient market and an 
government solution but rather 








rights is doing it in such a way as to 
munimize the transaction costs associat- 
ed with fixing, via private contracts, 
any initially inefficient definition. 

An example may make this clearer. 
Suppose that, in the pollution case dis- 
cussed earlier, damages from pollution 
are easy to measure and the number of 
people downwind is large. In that case. 
the efficient rule is probably to give 
downwind landowners a right to col- 
lect damages from the polluter, but not 
a right to. forbid him from polluting. 
Giving the right to the landowners 
avoids the public good problem that 
we would face if the landowners (in 
the case where pollution is inefficient) 
had to raise the money to pay the steel 
mill not to pollute. Giving them a right 
to damages rather than giving each 
landowner the right to an injunction 
forbidding the steel mill from polluting 
avoids the holdout problem that the 
mill would face (in the case where pol- 
lution is efficient) in buying permission 
from all of the landowners. 

A full explanation of how Coase’s 
argument can be applied to figuring 


out what the law ought to be (more ` 


precisely, what legal rules lead to the 
best cutcome from the standpoint of 
economic efficiency) would require a 
mach longer article — perhaps а book, 
l hope I have said enough to make 
dear the basic idea, and enough to 
show the unique and extraordinary na- 
ture of one of Ronald Coase's principal 


fions to the conclusion that 


contributions to есопоглісѕ. He started 
with a simple insight, based in par: on 
having read cases in the common law 
of nuisance — the branch of law. that | 
deals with problems such as noisy fac- 
tories next door to recording studios. 
He ended bv demonstraung that what |. 
evervone else in the profession thought 
was the correct analysis of the probiem | 
of externalities was wrong, and, in the 
process, Opening up a whole new ap- 
proach to the use of economics to ana- 
lyze law. 
There is at least one more thing 
worth saving about "Ihe Problem of 
Social Cost" Economists, then and (to 
some degree) now, tend to jump from 
the observation that the market produc- 
es an inefficient result in some situa- 
the 
government ought to intervene to fix 
the problem. Part of what Coase 
showed was that, for some problems. 
there is no legal rule, no form of regula- | 
tion, that will generate a fullv efficient 
solution. He thus antidpated public 
choice economiss, such as James 
Buchanan (another Nobel winner), in 
arguing that the real choice was not be- 
tween an пе еп: market and an eifi- 
Gent government solution but rather 
among a variety of inefficient alterna- 
tives, private and governmental In 
Coase’s words: “All solutions have 
costs and there is no reason to suppose 
that government regulation is called for 
simply because the problem is not well 
handled by the market or the frm” I 
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FREE SPEECH CASE 


Ruling by Panel Moves 
the First Amendment 
Into a New Era 


By PETER H. LEWIS 


In a unanimous decision that cele- 
brated the Internet as “the most 
participatory marketplace of mass 
speech that this country — and in- 
deed the world — has yet seen," a 
three-judge Federal panel in Phila- · 
""lphia yesterday declared unconsti- 

onal key parts of a new law in- 

ded to regulate indecent material 

on the global computer network and 
blocked the law's enforcement. 

Ihe three judges called Govern- 
ment attempts to regulate content on 
the Internet a “‘profoundly repug- 
nant" affront to the First Amend- 
ment's guarantee of free speech and 
granted a temporary restraining or- 
der that prohibits the Justice Depart- 
ment from enforcing, or even investi- 
gating, violations of the Communica- 
tions Decency Act's ban on indecent 
and “patently offensive" speech: 
| [Excerpts, page B11.] . 

Ihe judges said the Internet de- 
served as least as much, if not more, 
protection under the First Amend- 
ment as printed material received. 
The Government had argued that 
cyberspace be subject to the stricter 
regulation given television and radio. 

“Just as the strength of the Inter- 
' net is chaos, so the strength of our 
liberty depends upon the chaos and 
cacophony of the unfettered speech 
the First Amendment protects," 


Judge Stewart R. Dalzell of Federal: : 


District Court wrote.He said he had 
no hesitation in holding that the act 
¬ “unconstitutional on its face." : 

зе Computer Decency Act was 


assed overwhelmingly by Congress 


, earlier this year as part of the broad- 
er Telecommunications Act of 1996 
and was signed by President Clinton 
on Feb. 8. Lawmakers said the intent 


JUDGES TURN BACK 
LAW TO REGULATE 
INTERNET DECENCY 


of the act was to halt the flow of 
pornography and other objectionable 
material on the Internet, a vast col- 
lection of computer networks now 
used by tens of millions of people 
around the globe, including children. 

Fhe law makes it a felony, punish- 
able by prison terms and large fines, 
to make indecent or patently offen- 
sive materials available on comput- 
er systems where children might see 
it. 

However, lawmakers anticipated 
a constitutional challenge to the law 
and specifically wrote in a provision 
allowing swift appeals, first to a 
three-judge panel, then, if necessary, 


| directly to the Supreme Court of the 


United States. 

The Justice Department, which 
agreed not to prosecute amy cases 
under the new law until its constitu- 
tionality was determined, is review- 


| ing the decision to determine wheth- 


er to appeal to the Supreme Court, а 
department spokesman said. Ап ap- 


| peal must be filed in 20 days. 


_ Before yesterday's ruling, Govern- : 
ment lawyers said they would appeal 


any adverse opinion to the Supreme 
Court. “We believe the statute can be 
applied in a constitutional manner to 


` assist parents in protecting children 


from sexually explicit material on 
the Internet," the Justice Depart- 
ment spokesman said. 

The three judges in Philadelphia 


| — Chief Judge Dolores К. Sloviter of - 


the Third Circuit Court of Appeals ` 


and Federal District Judge Ronald 
L. Buckwalter and Judge Dalzell — 
reaffirmed that unprotected speech, 
inclüding obscenity and child pornog- 
raphy, is outlawed on the Internet as 
well as on other media. 

But they concluded that with the 
technology now available — includ- 
ing filtering software for personal 
computers — broad attempts by the 
Government to limit the flow of inde- 
cent, offensive but: constitutionally 
protected material to children who 
use the Internet would place unac- 

_ ceptable restrictions on what adults 


* | can publish or see as well. 


“Ме were surprised at how sweep- 
ing the ruling was," said Cathleen A. 


m= + 


Cleaver, director of legal studies for | 


‘the Family Research Council of 
Washington, D.C., a supporter of the 
law. 


| “They went far aywana vher 
| went where the 
needed to go. Not only did the cons 


play of pornography, but also the 


pornography directly to specific chil. 
dren. It's very radical. у 


f 


г У long.court order in which each. 
judge issued an opinion, Judge Dal. 
zell made clearthat he believed the 
Internet deserved at least as much 
protection under the First Amend- 
ment as printed material Earlier 
court rulings have placed тоге re- 
bae: on died delivered ејес- 
y, especi in radi 
television. eS and 
“As the most participatory form of ` 
mass speech yet developed, the In. . 
ternet deserves the highest protec- . 
tion from. governmental intrusion," 
.he wrote. Š : 
More than half of the decision was 


its technology, and how it di 
from earlier forms of жб жазы | 
tion including radio, television, books | 
and newspapers. 

As a symbol ofthe importance that ` 
the judges placed on the Internet's 
гоје as a communications medium, i 
the court's decision was distributed 
on computer diskettes and published 
on the court's Computer bulletin 
board system. 

Within minutes, the text of the 
court's ruling — more than а quarter 
megabyte in computer terms, well : 
over 200 pages if printed on paper — : 
was copied by computer users and ' 
distributed worldwide on the Inter- : 

nets World Wide Web. ME 

news of the court's decision ` 
Spread in the cyberspace community . 
through electronic mail computer 
bulletin boards and on the global - 
Web, victory rallies were scheduled 
in several cities including New York, 
Pittsburgh, Washington and San 


| 
ture of the Internet, explanations of | 
| 


Francisco. Й 
"We um this is a significant vic- 


—tory-for-the Internet and for free 


speech: in the 2Ist century," said 
Jerry Berman, executive director of 
the Center for Democracy and Tech- 
nology and a coordinator for the Citi- 
zens Internet Empowerment Coali- 
tion, one of more than 50 computer, . 
cyberspace and civil liberties organi- ` 
zations that joined in the lawsuit 
against the Communications Decen- 
су Act ^ 

"It was as complete а victory as 
we could have hoped for," said Chris- 
topher A. Hansen, counsel for the | 
American Civil Liberties Union, 
which, along with the American Li- 
brary Association, led the legal chal- 
lenge. “I think in some ‘Ways we 
could not have asked for a more 
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thoughtful opinion or an opinion that 
protected free speech more." | 

The Communications Decency Act 
was added to the telecom munica- 
tions bill without hearings OT public 
comment, after legislators and fam- 
ily interest groups became alarmed 
about the prevalence of sexually ex- 
plicit images and text on the Inter- : 
net, on private computer bulletin 
boards, and consumer on-line serv- 
ices. 

a The act established prison terms 
and fines of up to $250,000 “for any- 
one who knowingly uses an interac- 
tive computer service to send to à 
specific person under 18 years of - 
age, or to display in a manner avail- 
able to a person under 18, any com- 
ment, request, suggestion, pro 
image, or other communication that | 
is indecent.” P 

Indecent was defined as anything 
that “in context, depicts OT de- · 
scribes, in terms patently offensive 
as measured by contemporary com- 
munity standards, sexual or excre- 


tory activities or organs." - 

In the decision, the judges said 
that this definition would expose In- 
ternet publishers to the varying in- 
terpretations of local prosecutors of "s 

й | р 


: YLI 


indecency. | | 
Critics said the vagueness of the U Jee ©) ke / 
Communications Decency Act creat- Dove. C 
ed a chilling effect on the develop- 
ment of the Internet, as Internet | = PERS 
service providers and on-line serv- 0 fict / у, WC. 
ices began instructing users tO Ie 
move any objectionable materials 
4 rather than test the community 
standards of places far away from 
their actual computers. 
«It would have set a standard for 
what would be considered objection- 
. able on the Internet that is much 
different than what the courts set for 
print, broadcast, cable or movies," 
said George Needham, executive di- 
rector of the Public Library Associa- 
tion, a division of the American Li- 
brary Association. "It's clearly -a 
First Amendment issue. You can't 
ban the message on the basis of the - 
medium.” 
Passage of the law galvanized the 
chaotic cyberspace community as 
nothing had before. Hundreds of In- 
ternet publishers turned their com- | 
puter screens black to protest Ше. 
law, others affixed images of blue · 
‘ribbons to their documents. 
“Before this, the Internet had not 
been unified in sentiment about any- 
thing," said Mike Godwin, counsel 
for the Electronic Frontier Founda- : 
tion in Berkeley, Calif. “This is Ше. 
first really large-scale effort to or- 
"ms ganize politically on the net. I think 
e we've turned a corner." ' 
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WHITE HOUSE. SET 
TO EASE ITS STANCE | 
ON INTERNET SMUT | 
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GULET RULING IMMINENT | 
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UBy JOHN M. BRODER 


WASHINGTON, June 14 — With a 
. groundbreaking Supreme Court бесі- 

| sion imminent on a new law restrict- 
ing children's access to indecent ma- 
terialon the Internet, senior Clinton 
Administration officials are prepar- 

| ing a policy that undercuts the Ad- 
| ministration's strong support of the 
law until now. 

Administration officials, anticipat- 
ing that the Court will strike the law 
down as an unconstitutional abridg- 
ment of free speech, have been qui- 
etly fashioning a new communica- 
tions policy that leaves most regula- 
tion of the sprawling on-line world to 
the industry itself. 

No announcement will be made 
until the Court rules on the constitu- 
tionality of the Communications De- 
cency Act of 1996. And officials noted 
that the current draft of a working 
group's report, dated June 4, is not 
necessarily the last word spelling out 
the new approach. The President 
makes policy, they said, and this 
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matter will not be settled until he : 


approves. . ... 


The Administration' S apparent | 


change of course has startled civil : 


libertarians ‘and on-line’, business ' 


services oppased to the law and re- 
vived an internal debate over how 
`. President Clinton. should. deal. with 
the’ new law, passed hurriedly last 
year as part of е: sweeping Tele- 
communications Act. ` - 

‚ Advisers ded Mr. Clinton to 
sign the bill as a gesture to families 


concerned with what their children | |past 


can see on. Intern le € TETTE 

. The law it a crime amish- 
able by two.years in prison and a 
$250,000 fine to transmit indecent 
material over the Internet in a man- 
ner available to minors. 
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In the first tests in court, two Fed- 


eral appeals panels ruled unani- |. 
mously last year that the act violated 


the free speech protections of the 
First Amendment. 

The Administration appealed one 
ruling, arguing forcefully in favor of 
the decency law before the Justices 
in March. 

Pleading the Government's case in 
Reno v. American Civil Liberties 


Union, Deputy Solicitor General Seth | 
, P. Waxman called the Internet а 


: ens: to- Tender: deretevant:alf- prior- 
"efforts" to shield children from such" M 


Де the Gc axi dis старе iat 


took the matter to court called the ., 
law a blatantly unconstitutional.as- | 


sault on free speech and argued that 


its purposes could be accomplished , 


legally with new ‘technology and 
through greater parental supervi- 
sion. 


Despite its vigorous defense of the | 


law. just three months ago, the Ad- 
ministration is now preparing a new 


policy on Internet content that states . 


that obscenity and indecency rules 
now applied to television and radio 
broadcasts are not appropriate for 
the Internet. 

In the draft position paper рге- | 
pared for an announcement by Presi- 
dent Clinton at an event on July 1 
celebrating the growth of commerce | 
on the Internet, White House officials | 
call for “industry self-regulation,” 


rather than a broad legislative solu- | 


tion to the problem of pornography ! | 

and other content unsuitable for chil- ' 

dren browsing through cyberspace. 
The document, prepared by a 


| group led by the senior White House , 


adviser Ira Magaziner, states that 
devices are available today that al- 
low parents to limit the material . 
their children can see on their home 
computers. 

Mr. Magaziner; the architect of the 


Administration's failed health саге 


"initiative ш Mr. Clinton's firstiérm, 
has been working on a new policy on 
| global electronic commerce for the 






15 months. 


on radio and television need 
be extended to the Internet," the | 


most recent draft of the policy says. 
: "In fact, unnecessary regulation Or . 


censorship could cripple the growth - 
and diversity of the Internet." i 








| cency Act was 
| said one senior Government official 
|: who opposed the new law on Internet 





That language stunned opponents 
of the decency law, who said that it | 
represented an almost complete 
turnabout from the Government's 
position before the Supreme Court in 
March. 

"If that's their new policy, I think 


they have an obligation to announce 


it to the Court before they rule," said 
Christopher A. Hansen of the 
A.C.L.U., which led a large coalition 
of groups opposed to the decency 
act: on-line service providers like 
Microsoft, Compuserve and Prod- 
igy; users of Internet research serv- 
ices like the American Library Asso- 
ciation, and trade groups like the 
American Publishers; Association || 
and the United States Chámber-of. 


` ге Goverudent made $ pret | 


strong argument in March, but if this 


- is their new position I will be happy 


to applaud them," Мг. Hansen said. 

Another lawyer involved in the ef- 
fort to overturn the decency law said 
that Mr. Clinton wanted to sign the |. 
billlast summer for political reasons | 
when he was running for re-election 
despite widespread qualms about its 


‚ constitutionality. 


David Sobel of the оси Рп- 
vacy Information Center said the || 
Administration argued on behalf of | 
the act in March and now appeared 
to be walking away from it on | the eve 
of a ruling. 

"To come in right after the Su- 
preme Court decides the issue and 
say we didn't really шеап what we 
said up to now — I can't imagine 
anything that would be seen as more 
of a waffle than that,” Mr. Sobel said. 
"It raises waftling to an art form.” 

The Clinton Administration is riv- 
en at a very high level over the issue. 
Some officials associated with Mr. 
Magaziner's group believe strongly 
that the Communications- Decency 
Act was a poor piece of policy that 
the President should repudiate: They 
want Mr. Clinton to allow the mar- 
ketplace to find solutions to the prob- 
lem of offensive material on the In- 
ternet, stepping in only when there 
are clear violations of current law. | 

“We all knew at the time it was 
passed that the Communications De- 


speech. “This was purely politics. 
How could you be against a bill limit- 
ing the display of pornography to | 
children?" | 

But other officials defended the 
Administration, saying that the new 


position did not represent a policy 


reversal 

"This is only prudent planning for 
what to do if the law is struck down," 
one senior White House official said. 
The draft policy is “consistent with 
what we've said. We're not changing | 
our position." 
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Ideological 
Foes Meet on _ 
Web Decency 


Children Are the Њен 
At Washington Forum 
WYT . 3.[113 


By AMY HARMON 
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Five months after the Supreme Court 


struck down an attempt by Congress to 
criminalize the distribution of indecent ma- 


terial over the Internet, several family ` 


advocacy and civil liberties groups plan to 
use a conference in Washington to attack 
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many of the on-ine industry's propose | 


solutions to the problem. 
The conference, sponsored by a coalition 


. of-high-technology companies and public 


policy groups, is focused on discussions of 
how to make cyberspace safe for children 


. without new government regulation. 


The idea is to rely on technology, educa- 
tion and existing laws to screen children 


4 


from inappropriate material on line. Par- | 


ticipants are expected to announce cam- 
paigns to educate parents, and initiatives 
to work with law-enforcement officials in 


_ prosecuting violators of existing laws pro- 


hibiting child pornography and on-line 
stalking. Several organizations plan to pub- 
lish ‘‘white lists” of recommended sites for 
children. . 

But the thorny questions about the ap- 
propriate use of ratings devices and block- 


SCREENING E-MAIL: A FATHER'S REPORT 
Deleting unsavory pitches from an !1-уеаг- 
old girl's on-line mailbox is a frustrating, 
seemingly never-ending chore. Page 4. 


ing software are likely to be left unre- 


solved. | 
"What's happened is people realized this 
is a far more complex issue than anyone 
ever imagined," said Christine A. Varney, 
a former member of the Federal Trade 
Commission who is heading the confer- 


ence, formally called the Internet/Online . 


Summit: Focus on Children. “There was a 
strong push from the White House to do 
universal self-rating, and that may be 
where we end up. But it is too early to tell 
whether it's a goal we all strive for." 
Some groups have already staked out 
positions at the poles of the debate. 


‚ Civil libertarians say that the Internet — . 


the medium the Court declared deserving 
of the “highest protection from Govern- 
ment intrusion" — is at risk of being stifled 
by the voluntary adoption of clumsy tech- 
nologies that block far more than just 
pornographic material And since the in- 
dustry's interest lies not so much in pro- 
tecting free speech as in promoting free 
enterprise, some find the privatization of 
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| PEN A iË ONE ee у 7, of two years in prison and a $250,000 
ап covernment-imposed xp restric. бре. “The severity of criminal sanc- 


Чо on-internet content would ve tions. шау. Well cause speakers. 10 - 
upheld as long as the material has remain silent rather than commun® | 
soe intrinsic constitutional value’. cate even arguably unlawful words, 

ue e pictis outside the PFO „ideas, and images," Justice Stevens 
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ба way available to minors. | лае First Amendment, is said i | E GNE DUNT 
The decision, ‘unanimous in most ica covered by the Communications The law made it a crime to use 35) 
marked the Court's first Decency Act, and the Court left that computer to transmit indecent má- 
effort to extend the principles of the proision intact today without even terial to someone under 18 years old | 
First Amendment into cyberspace пудів it ``“ | or to display such material "in а | 
and to confront the nature.of a new, The “indecent” material at issue manner available" to apersonunder | 
and — to most of the Justices — ап || кодду was not precisely defined UY man stice Stevens said that given 
unfamiliar medium. | ; the 1996 law — -ope of its serious the nature of the Internet, there was 
The result left the coalition of In- vulnerabilities, as the Court 527 it— по way someone transmitting inde”. 
ternet users, computer industry but was referred to in one section of cent material could be sure that 2 
groups ‘and civil liberties organiza- the"statute as “patently offensive" minor would not see it. He noted that | 
tions that had challenged the Com- descriptions or images of “sexual or most uses of the Internet, like chat 
munications Decency Act enum. excretory activities." moms, newsgroups, and the World 
The forceful opinion for the Court by justice Stevens said that the Court Wide Web, «are open to all comers." 
Justice John Paul Stevens held that regarded the law's goal of protecting Nor, Justice Stevens said, could | 
on the Internet 5 entitled to | children from indecent material 25 people rely on а defense provided by | 
the highest level of First Amend- 1 ate and im rtant, but con- the law for those who take "good : 
ment protection, similar to the pro cluded that the “wholly шр recedent- faith, reasonable effective and ap- | 
tection the Court gives to books 20 Cd" breadth of the law threatened to propriate actions” to restrict acres, 
pers. That stands in contrast suppress far too much speech among by minors. No current technology | 
' to the more limited First Amend- adults and even between parents and satisfied those demands, he said: | 
ment rights accorded to speech on children. “The interest in encourag- The opinion, Reno У. American 
broadcast and . cable. television, ing freedom of expression in а demo- Civil Liberties Union, No. 96-511, was 
where the court has tolerated а wide netic society outweighs any Шеогет signed by Justices Antona | 
array of. Government - 10: ical but unproven benefit of censor- Anthony M. Kennedy, David Н. Sow- , 
(Excerpts. from .the:gpinion, раве ship," Justice Stevens WFO ter. Clarence Thomas, Ruth Bader ! 
AX эге гозу: ее He noted that people could not Ginsburg, and Stephen G. Breyer. 
“Content ба the Internet is as di-| «confidently assume" that discus. In a separate opinion by Justice | 
, verse as human’ thought. Justice sions of birth control, homosexuality, Sandra Day O'Connor, she and Chief | 
Stevens said їп а quotation from a ` or prison rape, or even the transmis- Justice William E. Rehnquist, who | 
istri sion-of "the card catalogue of the signed her оршюп, subscribed 10 | 


ie Li "wn 1 he ( ch. They ! 
Carnegie Library, ' would not violate much of the Court's арргоасї. | 
the йол and place computer network said the law could be constitutionally | 


tions Decency Act, which never went -mission of indecent material “where 
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ings, including Justice Stevens's ob- 


.the party initiating the communica- 
tion knows that all of the recipients 


are minors." If an adult might be | 
атп, the recipients, the speech j 


constitutionally Беч» sup- 

bois] Justice O'Connor said" ei 
Justice O'Connor said that on ће: 
surface, the Communications Decen- 


President Clinton Signed the bill 


de- 
and Administration lawyers 
fended the law vigorously. At the 


` House officials.. 


servation that the Internet was not 
as “pervasive” a medium as televi- 
sion Or radio — where the Court has 


„су Act was analogous to a 
"regulation, : similar" to- the "adul 


“zones” .for bookstores and aerated бз D | 


movie theaters the Court has upheld ` 
in a series of decisions. But the anal-' 
ору was inexact, she said, because 
there is no way in cyberspace to; 
make sure that minors can be 
screened out while still àllowin 
adults to have access to the regulat- 
ed speech. . 


Justice O'Connor said the law was 


clearly unconstitutional because ` it! 
was “akin to a law that makes it a! 


crime for a bookstore owner to sell 
pornographic magazines to anyone 
once a minor enters his store." . 
The Communications Decency Act 
Was a last-minute Senate amend- 
ment to another bill, the Telecom- 
munications Act of 1996. It was 
adopted without hearings and amid 
substantial doubts about its constitu- 
tionality. For that reason, its spon- 


Sors agreed to add a provision guar- · 
anteeing quick Supreme Court re- ' 


view after a hearing by a single - 
three-judge court, a shortcut through: 
the normal appellate process. 
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tion hoped it would be. = ~ 

The law was challenged А two 
main coalitions of plaintiffs, repre- 
senting a wide spectrum of the Inter- 
net community. The United States 
Chamber of Commerce, entered the 
case at the Supreme Court stage to. 
argue that the law presented a threat. 
to the country's ability to’ compete: 
globally in an age of new communi- 
cations, an argument that very likely! 
got the attention of the free-market) 
conservatives, including Justices: 
Thomas and Scalia, who joined Jus-; 
tice Stevens's opinion. - | 

The trial before the court in Phila 
delphia produced opinions by the 
three judges, Dolores K. Sloviter, 
Ronald L. Buckwalter and Stewart 
Dalzell, totaling 147 pages with 123 
separate factual findings. The Court 
today relied heavily on these find- 
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Union, which organized one of the 5; 


plaintiff groups, said today that in - 


establishing the highest level of First 
Amendment protection, the Court's 
decision “was more about speech 
than about technology." " That made 
the decision important for all future 
Internet cases even as the technol- 
ogy may change, Mr. Hansen said. 
In his opinion, Justice Stevens was . , 
critical of several aspects of the Gov- | 


ernment's defense of the law, but ` 


singled out one in particular. That ! 
wastheargumentthatunlessthelaw : 
was upheld, development of the In- 
ternet would be stifled by parents’ 
fears about having on-line access if | 
they could not shield their children 
from indecent material | 
“We find this argument singularly 
unpersuasive," Justice Stevens said, 
adding that “the dramatic expansion 
of this new marketplace of ideas . 
contradicts the factual basis of this 


` contention" given the “phenomenal” 


growth of the Internet. “As a matter : 
of constitutional tradition," he said, : 
"in the absence of evidence to the - 
contrary, we. presume that govern- : 
mental regulation of the content of : 
speech is more likely to interfere 
with the free : exchange of ideas than x 
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| | 1 š the Internet went too far m that it could 
| uld protect minors from “indecent material on 
iens а E adults who have a right to see it, the Supreme Court ruled yesterday. 
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Major Overhaul for F.D.À. 
As President Signs New Law 


By KATHARINE Q. SEELYE 
WASHINGTON, Nov. 21 —-Presi- 


dent Clinton signed into law today a 


major overhaul in the Food and Drug 
Administration, saying the agency 
would earn “а gold medal for leading 
the way into the future," but he of- 
| fered no indication of when he would 
choose someone to lead the agency 
on that path. 

The commissioner’s job has been 
vacant for nine months, since the 
departure of Dr. David A. Kessler, 
who held the post for six convulsive 
years, to become dear’ of ша Yale 
School of Medicine. 


When Dr. Kessler. left, he. and the’... 


| agency had both been bruised. Since - 
the Republicans took over Congress. 
in 1994, they have been eager to go 


around the F.D.A. and speed the ар- ` ` 


proval of new drugs. At the same 
time, several members of Congress 
who were allies of the tobacco indus- 
try fought Dr. Kessler on several 
fronts as he sought to regulate nico- 
tine as a drug. 

Now the agency faces a major 
revamping ordered by Congress to 
hasten approval of drugs and de- 
vices, an acceleration that critics say 
could expose patients to risky items 
that are hurried through for the fi- 
| nancial benefit of their manufactur- 
ers. And the agency faces delicate 
negotiations over tobacco. And it still 
has no leader. 

As White House officials have 
learned with recent nominees to oth- 


M (E u‏ — س 


er posts, even careful screening for 
someone who appears to be noncon- 


troversial can blow up in their faces. 


Such was the fate of Mr. Clinton's 
nominee for the top civil rights job in 
the Justice Department, Bill Lann 
Lee, and his nominee for Surgeon 
General, David Satcher. Both under- 
went smooth hearings in Senate com- 
mittees and seemed assured of easy 
confirmation until conservatives 
turned on them and ran the ош 
ments into the ground. 
Administration officials say they 


are conducting a careful search for a 
"replacement for the feisty Dr. 
`. Kessler at the F.D.A. Two. or. 


three 
“names have surfaced over the last 
several weeks, officials said, but they 
have vanished again. : 

The Administration is weighing 
several factors, including whether 
the next commissioner should come 
from within or outside the agency 
and how friendly he or she should be 
with the pharmaceutical industry, 
which the F.D.A. regulates. 

But most important, the candidate 
needs to be confirmable. The job of 
Commissioner of Food and Drugs is 
a central regulatory position that 
oversees billions of dollars in prod- 
ucts. Consumers spend 25 cents of 
every dollar on products regulated 
by the F.D.A., from aspirin to straw- 


` berries. 


Representative Joe L. Barton, à 
“Texas Republican who sits on a sci- 
ence committee that keeps its eye on 
the F.D.A,, said he thought one rea- 


` son the Administration was sa slow 


in naming someone is that not that 
many people who are qualified for 
the high-powered, technical post are 
willing to put their lives under Wash- 
ington's microscope. And if they are 
qualified, he said, they are probably 


already making three or four times . 
what the commissioner's job pays- 


(about $120,000 annually), without 
the political heat. ^ 

The levels of tension over the 
F.D.A. have been so high that it took 


Congress and the Administration. 


three years to work out the legisla- 
tion that the President signed today. 


At the signing ceremony, Mr. Clin- 


ton lauded the agency, saying: “The 
F.D.A. has always set the gold stand- 
ard for consumer safety. Today it 
wins a gold medal for leading the 
way into the future." 

The bipartisan bill, the F.D.A. 
Modernization Act of 1997, passed 
both houses of Congress by voice 
vote. It would allow drugs to be ap- 
proved faster and expand access to 
drugs and therapies while F.D.A. ap- 
proval was still pending. 
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The pill in Japan 


Reasons given by the Japanese government for retaining its ban on oral 


contraception make no sense at all 


T IS one of the world's richest countries, and one of its 
healthiest. But Japan has once again decided to remain one 
ofthe few countries in the world to outlaw the use ofthe con- 
traceptive pill. The government offers three lame reasons for 
this extraordinary decision; the real consequence of which is 
that Japanese women will continue to use abortion, with all 
its physical-and many would say moral—discomfort, as a 
= form of contraception (see page 42). 
€ main reason on offer—concern about the pills 
safety—is also the most hypocritical The Japanese МЕ аи 
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Moreover, the Japanese government forbids pharmaceutical 
companies to give information on the contraceptive use of 
the pill, so most of the women who take it have little knowl- 
edge of the risks and benefits. 

Asecond argument proposed by the Japanese authorities 
is that introducing the pill would lead to a big increase in the 
spread of Arps. But there is no evidence from other countries 
that use of the pill reduces the use of condoms among the 
people most at risk of contracting AIDS. If the Japanese gov- 
ernment were genuinely interested in preventing AIDS, it 
should at least put in place better sex education (of which 
there is virtually none in Japan) and public-health warnings, 
rather than ban a safe and effective contraceptive. 

A final reason offered for Japan's reluctance to permit use 
of the pill is its government's concern in recent years about 
the falling birthrate and the ageing of its population. A coun- 
try with lots of retired people and too few workers clearly has 
a problem on its hands—but not so bad as to justify this seri- 
ous infringement of individual liberty. In any case, the in- 
fringement is unlikely to succeed: denying women the pill 
and forcing them to use less reliable techniques, such as the 
rhythm method, seems more likely to encourage abortion 
than to promote bigger families. 


Lj 


ment’s own scientists concluded a decade ago that the pill 
was safe. Although the older high-dose pill did сапу he 
risks, those arising from the modern pill are generally thought 
to be minimal, and may well be offset by the protection the 
pill confers against some forms of cancer: And yet thé high- 
dose pills aretheonly kind permitted in Japan, provided they 
are prescribed to treat “menstrual irregularities" and not for 


· contraception. О the 200,000 or so Japanese women thought 


to take high-dose pills illicitly for contraception some are 
smokers, and so at the greatest risk from these older pills. 


The true reason for Japan's stand against the pill is hard to 
pin down. But one factor is that abortion provides lucrative 
work for its doctors. In urban areas, a surgical abortion costs 
upwards of $1,000. Since health insurance does not cover 
abortion, doctors often fail to report how many such opera- 
tions they perform, which means that the reported rate of 
abortion understates the true one. Japan has by far the highest 
rate of abortion in the rich world. 


Just what the doctor ordered 

Fewer surgical abortions would mean less money for Japa- 
nese doctors. But this surely ought not to be a consideration 
for Japan's health ministry. At the least, the government 
should approve mifepristone, or RU486, the so-called abor- 
tion pill. Since abortions are so common in Japan, that would 
be less controversial than it is in America. It would make early 
abortions safer and more affordable. As RU486 can also be 
used as a post-coital contraceptive, it would be ideal for the 
many married Japanese women who have sex infrequently 
and don’t want to take a pill every day. But best of all would be 
to approve the ordinary pill at once, and give Japanese 
women the wider choice of contraception that has done so 
much to improve the lives ofother women all over the world. 
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New York Times, September 6, 1997 


Thalidomide, Long Banned, Wins Support | 
Possible Use in Leprosy, AIDS and Cancer but With Tight Controls 
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t "complication: ot! а that causes 


By SHERYL GAY STOLBERG ` 


ХУ BETHESDA, Md. Sept: 5 — Tha- 


` lidomide, the drug that was banned . 


worldwide in the 1960s after it pro- , 
. duced thousands of babies with miss- · 


ing and stunted limbs, took.a step 
toward Government approval today 


 whenacommittee of scientific advis- 

| ers recommended that the Food and. - 
"Drug Administration make it avail- 
: able to leprosy patients, v E 
° gent) sto T сг: TENS ПЕК 


ие Ч 


гё = тор 


у lesións fever: and other : Symp 


‘toms. Thé drug, which is being tested’ 7: 
.for use against AIDS, cancer and a 
| host of other illnesses, is already 


available to leprosy patients with . 
special Government permission. 

At the same time, the committee 
members expressed strong concerns 
about how the drug would be distrib- 
uted, and what precautions would be 
taken when it is prescribed for wom- 
en of childbearing age. They urged 


 and.d ency to enact | | 
the food and.drug agency о mostly immigrants, just 250 of whom 


„| strict controls on prescriptions, in- 


cluding mandatory registration for 


pharmacists and intensive education 


| for doctors and patients that would 


include photographs of the grossly ` 
deformed babies born to women who 
took the drug as a sedative. 

r "This drug has so much baggage,” 
Dr. Murray Lumpkin, deputy direc- 
tor of the agency's Center for Drug 


| Evaluation and Research, said after 


the vote. “This was a really big medi- 
cal policy hurdle that we had to Bet. 
over." . 

"Ihe recommendation, which is not: 
binding, came after two days of hear- _ 


| ings laden with history and emotion. 


The nation's largest pediatriciaris' 
group, the: American Academy of 


Pediatrics, warned the committee . . 
,that more babies would inevitably be 
T born.with the flipperlike arms and 


missing eyes and limbs that are the 
hallmark: of thalidomide use during 


| pregnancy. On the other hand, Dr. 


Thomas Кеа of Los Angeles, who has 
been treating leprosy patients with 
thalidomide for more than two dec-. 
ades, described it in an uuterview as ` 
"а wonder drug." u Ај: 

Randy Warren, а Санайт ке 
was born without hips, testified from 
his wheelchair, saying he and the - 
5,000 other surviving ` ''thalido- 
miders,” as he called them, pre- 
ferred Government control to the 


dit thes бесно = 


SS в a wien 





» е rre ens "world" ot ийер. 


ground. distribution: through. buyers' 


clubs and ой the Internet. Yet, he . 


moral quandary of the century." 

. “It hurts to think about this," said 
Mr. Warren, who heads the Thalido- 
mide Victims Association.of Canada. 

‚ "Do we like thalidomide? No. To us it 


is poison. Skull, crossbones; poison. It 


violated our mothers." - "3. 
„ше of the food ‘and drug agen 


араг x 





Rut 


En а 5 ees 


A diia linked to 
birth defects decades 


ago is rehabilitated 


bya Federal panel. 


currently receive thalidomide under 


a special program for “сотраѕѕіоп- 
ate use.” | 

. But there are also thousands of 
patients with certain cancers and 
AIDS-related illnesses for whom the 
drug might be useful, and more than 
1,000 people are already receiving 
the drug im controlled studies for 
other illnesses. 

“There is по joy in recommending 


mon-approval" said Dr. Jonathan 


Wilkin, one of three Federal experts 
‚ who reviewed patient data submitted 
by the Celgene Corporation, a New 


· Jersey company seeking the drug 


approval But, he asked the panel, 
“Where is this really leading?" 
Two years ago, amid reports that 


. buyers’ clubs had cropped up in San 
Francisco to buy thalidomide illegal- . 
y from Brazil and distribute it to 

‘AIDS patients, the Government chal- 
. lenged the pharmaceutical industry 


to investigate uses of thalidomide. 
Celgene responded, and applied last 


. December for approval of the drug. 


` The company reviewed decades- 


." old data, including a study of 1,400 


patients conducted by the Public 


. Healthr Service, and initiated its own 


clinical trial involving 17 patients in 
the Philippines. The company report- 
ed that those patients, each receiving 
the drug in doses of 100 milligrams 





- described today's decision as “the ` 


i IF 
cor 300 Неа рег day, all report- 
ed improvement. in the lesions and 


fever that characterize ENL. ant 


But the study is not yet complete, E 


and some members of the 
panel complained that the other dáta 
did not come from placebo-con- 


· trolled, well-designed studies of the 


come to market. 
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S gene med a ‘plan: for, distri 

~ of the drug, based Оп! NEIN 
use for an acne drug that has severe 
side effects in pregnant women. Un- 
der Celgene's plan, drugstores would 
be required to register to purchasë 
thalidomide, and pharmacists would 
not be permitted to dispense more 
than a month’s worth of the drug. : 

There would be no automatic 

fills, and all patients would be re 


quired to participate in a drug regis: | 


‘try before receiving the medication 


_ Doctors and their patients would be 


required to undergo extensive educas 
tion, and women of childbearing agé 
would be required to show proof that 
they were using contraception. Were 
such restrictions to be imposed, said 
Dr. Lumpkin of the F.D.A., thalido: 
mide would be the most heavily regu: 
lated drug in the nation. “It would 
have more restrictions on it thaj 
anything that we've dote ие 
ly," he said. . 

The agency is «еа ts jaak d 
decision within six months; should if 
accept the advisory committee’ S ads 
vice, it would be reversing a legend; 


. ary ruling. In 1960, while pregnant 


women in other countries were tale 
ing thalidomide as a sedative, ап 
F.D.A. official.named Frances 

sey rejected the drug for approval in 
the United “States. Ап: estimated 


10,000 thalidomide babies were Бог} 


worldwide, but only 17 were Ameri: 
can, most.of them children of sok 
diers stationed overseas. . - 

As a result, Dr. Kelsey has e. 
been credited with sealing the agen- 
суз reputation as the world's pre: 
mier authority on food and drug safe? 


ty. Now in her 80's, she still works ` 


for the agency as a scientific advisers 
and she attended the- two-day heart 
ing. But she had little comment after 
the vote, “I came out of interest," 
she said simply: | 
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REZULIN: THE FDA MADE THE RIGHT CALL 





hen a promising new diabetes 
| drug, troglitazone, was associ- 





patients and four deaths, many 
thought the appropriate response 
was obvious. Sure enough, on Dec. 1, 
Glaxo Wellcome, distributor of trogli- 
tazone under the name Romozin 

in Great Britain, decided to pull 

. the drug after consultation 
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Group. “They made the right deci 
sior.” London-based Lehman Broth- 
ers drug analyst Johanna Walton 
agrees. “If the U. S. had known what 
it knows now, it may never have ap- 
proved the drug," she says. 

But the Food & Drug Administra- 
tion had a different reaction, and so 
did Warner-Lambert, the maker of 
the drug, marketed as Rezulin in the 
U.S. That same day, the FDA reaf- 
firmed Rezulin’s worth, while adding 
new safeguards it believes will pre- 
vent further tragedies. 

Who was right? There won't be fi- 
nal proof of that until physicians 
learn whether the new safeguards do 
the trick. But an analysis of the evi- 
dence to date suggests the U. S. 
made the correct call. 

“TOTALLY ILLOGICAL.” Prominent dia- 
betes experts in the U.S. side firmly 
with the FDA. Gerald Bernstein of the 
Albert Einstein College of Medicine 
and incoming president of the Ameri- 
can Diabetes Assn., for instance, calls 
the British decision “totally illogical,” 
given the prevalence of the disease 
and the value of the drug. Some 15: 
million Americans have Type II dia- 
betes, in which they slowly lose the 
ability to make insulin, and thus cant 
regulate their levels of blood sugar. 
The result.may be blindness, kidney 
failure, and the loss of limbs. The to- 
tal cost of Type II diabetes in the 

U. S. alone: $92 billion per year. 
: Bernstein and others argue that 
troglitazone offers a promising new 
approach to controlling the disease. 
True, in many cases, diabetes can be 
kept in check by diet and exercise 


ated with liver injuries in 150 
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‚ that lower blood sugar. If those fail, 


patients can inject insulin. Troglita- 
zone, however, offers a new biochem- 
ical mechanism. That not only means 
freedom from the side effects of the 
existing drugs, but also the possibili- 
ty of improving quality of life for 
many diabetes sufferers by eliminat- 
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That's why the FDA gave the drug 
top priority and approved it in only 
six months, compared with an aver- 
age of 14 months. Even then, the 
agency knew that the drug caused 
some worrisome liver changes in 
about 296 of patients enrolled in 
Warner-Lambert's clinical trials. So 
the agency warned doctors to look 
out for liver problems. “The reality is 
that we don't know everything when 
any drug is approved," says Murray 
Lumpkin, deputy drug chief at the 


FDA. "That's why we have a system of 


post-marketing surveillance." 

In retrospect, the agency should 
have given doctors more specific or- 
ders on how to monitor patients. 
“Their mistake is that they left it up 
to us to determine what to do," says 
one physician. In fact, the data sug- 
gest that in cases of serious liver in- 
jury or death, regular liver monitor- 
ing likely would have revealed signs 
of stress before extensive damage 
occurred. 


The new FDA-mandated label on 
Kezulin leaves less room for error. It 
requires doctors to measure liver en- 
zyme levels—a key sign of stress— 
every month. Both U.S. and British 
authorities “agree there is a very 
troublesome liver toxicity,” explains 
FDA's Lumpkin. “But we believe 
there is a way to manage the risks 
` by informing people and doing very 
comprehensive monitoring." 
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The British fret that the risks 
may be greater than the FDA and 
Warner-Lambert-realize. What's 
more, some crities question whether 
the benefits offered by troglitazone 
are as great as Warner-Lambert 
claims. Given the existence of alter- 
native proven treatments, there may 
be little point in adding a potentially 
dangerous new drug, they say. "That 
argument has some merit, especially 
in a public health system with con- 
trolled expenditures," says Mayer B. 
Davidson, current president of the 
American Diabetes Assn. 

But the Americans have the 
stronger argument. The reality 1s 
that all drugs come with risks. It's a 
testament to our medical system that 
we usually manage to discover and 
minimize these risks so patients 
can realize the benefits many 
drugs offer. 


Correspondent Carey covers "3 


cine in Washington. 
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Some of the many Merck scientists who worked on 
the discovery and development of Crixivan are 
(front) Jeffrey Chodakewitz, M.D. and (center, L to r.), 
Joel Huff, Ph.D., Joseph Vacca, Ph.D., Bruce Dorsey, Ph.D., 
and (at rear) Emilio Emini, Ph.D. 


The class of drugs known as protease inhibitors to treat 
HIV infection was one of the major scientific 
breakthroughs of 1996 - and very likely of this decade - 
heralded by the medical community, patients, governments 
the HIV community and the press around the globe. 
Among the HIV protease inhibitors now cleared for 
marketing, Merck's Crixivan is the most widely used in th 
world. | 


The ability of Crixivan to forestall the development of one 
of the most deadly, pervasive and elusive viral diseases of 
our time can be attributed to the commitment and 
persistence of hundreds of Merck people over 10 years. 


Crixivan represents any number of accomplishments for 
Merck - one of our largest research programs, our most. 
complex manufacturing process, our biggest production 
effort, the fastest U.S. marketing clearance for a 


http;//mirror.merck.com/!!tte Va] KtXttemB 1kHS/overview/96ar/crix html ` 
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prescription product, the first European centralized 
marketing registration, and successful interactions with 
patient advocates, which, through years of discussion, 
matured into a productive working relationship. 


Merck spent 10 years and invested hundreds of millions of 
dollars on the research and development of Crixivan. 
Today, more than 125,000 patients are taking the drug. 
Crixivan holds the promise, thus far, of transforming HIV 
infection into a chronic, manageable disease. 


The basic research program on the HIV protease inhibitor 
began in 1986, led by Dr. Irving Sigal. Our scientists, 
knowing that the AIDS virus made an essential enzyme 
called protease, hypothesized that the viral infectivity could 
be inhibited by disabling the enzyme. They had to find the 
drug that would accomplish this. 


Our researchers began screening hundreds of compounds, 
including many they designed and made specifically for this 
program. Work was progressing toward identifying a 
potent and safe HIV protease inhibitor for clinical trials 
when the program received its first major setback - the 
death of Irving Sigal in the crash of Pan Am 103 over 
Lockerbie, Scotland, in December 1988. But Merck 
scientists continued their work. In early 1990, we began 
safety tests on the first of five HIV antiviral product 
candidates derived from both our protease inhibitor 
program as well as from a parallel program that was 
targeting another HIV enzyme. Four of these five 
candidates failed. 


In the meantime, HIV community leaders had taken an 
interest in the AIDS research program at Merck, and 
Merck began a series of meetings with patient advocates 
over the coming years to support a common agenda - to 
develop an effective and safe HIV antiviral drug and make 
it available as fast as possible. 


Merck's fifth product candidate, which eventually would 
become Crixivan, entered limited clinical trials in early 
1993. It was very difficult to produce, requiring 15 
processing steps. It took nearly a year to manufacture more 
than 100 pounds ofthe active ingredient for the early 
clinical trials. 


The initial results with Crixivan looked very promising; the 
drug caused a substantial decline in HIV levels in the 
patients. However, by early 1994, viral resistance to the. 
drug appeared to have developed in most of the early 
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patients in the trials. One of these patients was an exceptio 
- Patient #142. He still exhibited a substantial antiviral 
effect without the appearance of viral resistance. 





At our Elkton, Va., plant, Pharmaceutical Processor 
Douglas Lewis monitors one of the manufacturing steps 
in the production of Crixivan, our medicine to treat 
HIV infection. Crixivan proved to be the most 

complex molecule Merck has ever mass produced. 


At this point, Merck decided to increase the dosage of the 
drug and combine it with other anti-HIV agents. By early 
1995, results from the higher dosage levels in a small 
number of patients looked so promising that Merck decide 
to go ahead, on a risk basis, with the heavy investments in 
production facilities and equipment needed to ensure that 
adequate supplies of the drug would be available when and 
if Crixivan was cleared for marketing. Dr. Edward 
Scolnick, President of the Merck Research Laboratories, 
later commented, "Every difficult research project needs a 
special incentive - some confirmation that gives us hope 


that we will triumph - and Patient #142 was that incentive." 


Merck gradually expanded its clinical trials to more than 
4,800 patients іп 11 countries. And in early 1996, the 10 
years of research work culminated in 3 significant events 
within 6 short weeks: 
° On January 29, Dr. Emilio Emini, Merck's chief 
virologist, m a report to the Third Intemational 
Conference on Retroviruses and Opportunistic 


with Crixivan, when used in combination with two 


Infections, explained how after six months of = 
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reverse transcriptase inhibitors, 6 of 7 patients, or s 
86% of them, achieved a reduction in viral levels to 

below detectable levels of the assay used. His report 

would contribute to a new treatment paradigm for 

HIV infection. 


On March 1, the F.D.A.'s Antiviral Drug Products 
Advisory Committee favcrably recommended 
Crixivan. During the hearing, one of the patients 
who testified in favor of recommendation was 
activist Linda Grinberg, who said, "The Merck 
protease [inhibitor] has given me back my life." 


Twelve days later, the F.D.A. cleared Crixivan for 
treatment of HIV infection in adults. 





Crixivan is the most complex molecule Merck has 
ever ha? to manufacture. Paul J. Reider, Ph.D. (1), 
of Mer. Process Research, and Mauricio Futran, 
Ph.D., of Chemical Engineering Research and 
Development, were key members of the team that 
devised the production process. 


In the meantime, Merck was retrofitting its manufacturing 
plants in Virginia and Georgia at breakneck speed. The 
efforts of employees, contractors and F.D.A. officials 
brought Crixivan to market months ahead of sc: Jule. The 
production process, from the laboratory to full scale 
production, was accomplished 6 to 18 months faster than 
other production processes. Because Crixivan was cleared 
for marketing before these facilities were scheduled to be 
completed, we continued production at our Rahway, N.J., 
site, where the drug was being produced to support our 
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clinical trials. The all-out production effort by Merck and 
F.D.A. officials was recognized by U.S. Vice President Al 
Gore's National Performance Review for the cooperative 
work in expediting the review and approval of the Virginia 
manufacturing facilities. By the end of 1996, over 125,000 
patients were taking Crixivan, and Merck expects to 
support twice that many by the end of 1997. 


Faced with the task of ensuring a steady supply ofthe drug 
for patients, which is medically critical for continued 
effectiveness and the prevention of resistance, Merck 
developed an innovative drug distribution plan to manage 
supply by tracking and monitoring patients. Similar plans 
have been put in place around the world. Through managed 
distribution we were able to provide thousands of people 
with Crixivan. 


What ofthe future? Merck does not know the long-term 
clinical benefits of Crixivan and other protease inhibitors. 
Patients may develop resistance to their HIV antiviral 
regimens. But most patients, including Patient #142, 
continue to do well. One prominent physician, who 
conducted the clinical trials, Dr. Roy Gulick of New York 
University School of Medicine, has said: "It now appears, 
at the very least, that we may finally have the tools to turn 
HIV infection into a long-term, manageable and treatable 
disease, much like hypertension and diabetes." 
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Early Warning 
| Heart- Valve Problem 


That Felled Diet Pills 
Had Arisen Previously 


U.S. Sellers Heard Reports 


From Belgium but Passed | 
Only Some. On to.FDA 


edu Panel Wa Wasin the ‘Dark E | 





| By] LAURA ipads 
And STEVE STECKLOW | 
Staff Reporters of THE WALL STREET JOURNAL 


d When seven Belgian patients unexpect- . 
.| edly developed leaky heart valves, a cardi- 


ologist named Mariane Ewalenko asked 
them what medications they were taking. 
In each case, the answer was the same: 
diet pills. 

The Belgian doctor says she informed 
the French company that màde the drugs. 
She also gave a talk on the subject to 


| Several dozen obesity specialists at а con- 
ference in Brussels. "This is very suspi- 


cious,” she told the doctors. "Listen care- 
fully to your patients for heart mur- 
murs." 

That was in February 1994. It was, in 


· other words, more than 3% years before 


-= — 


the same two drugs were pulled from the 


. U.S. market amid suddenly surging fears 


about pills that had become hugely popular 
among overweight Americans. 

In all, various Belgian doctors reported 
at least 30 cases of heart-valve problems in 
diet-pill users between 1994 and 1996, ac- 
cording to the doctors themselves and to 
records at the United Nations' World 
Health Organization. Some reports were 
made to Belgian drug regulators and some 
to the European supplier, · Laboratoires 
servier SA. WHO keeps a database that is 
available to national health agencies. 

The Belgian cases raise new questions 
about the regulation of prescription diet 


Consolidating Cases 
À senior federal judge i in Philadelphia, 
noted for his work in disaster cases, has 
been assigned all cases related to diet- 
pill litigation. Article on page B10. 
pills that were taken by about 70 million 
people world-wide, including six million 
Americans, and that now are a cause of 
concern for former users. Leaky valves can 
lead to an enlarged heart and be a serious 





` matter. To date, 27 Americans have had 


surgery to correct diet-drug-related valve 
problems, according to the Centers for 
Disease Control and Prevention. Three 
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fects as those that are life 


The Food and Drug Administration 
has said the recall of the drugs in Septem- 
ber shows that the U.S. drug-safety system 


works: AS soon as new evidence of serious: 


side effects emerged — in a July Mayo 
Clinic study, confirmed by an FDA survey 
of doctors — the U.S. distributor pulled the 
pills from the market. 

The little-noticed Belgian cases paint a 
quite different picture. 
Adverse Reactions 


U.S. pharmaceutical companies are re- 
quired to notify the FDA quickly of any 
"serious and unexpected" adverse effects 
in users of drugs they market — whether 
the effects occur here or abroad, and 
whether or not they appear ob related to 
the drug. The U.S. companies are sup- 
posed to make sure that any Í foreign affili- 
ates, such as companies that license drugs 
to them, tell them of any bad reactions. 

The U.S. distributor of the diet pills was 
American Home Products . of Madi- 





son, NJ. Tt licensed one drug, fenflura- 


mine, from ‘the’ same‘ com yany that sup- 


plied: diet: pills. іп: Belgium, France's Ser- . 
| vier. Fenfluramine; part of the popular 
“fen-phen” combination, was sold for 
| many years under the name Pondimin.^ ` 


More recently, Servier licensed the 
chemically similar dexfenfluramine to a 
U.S. company, Interneuron Pharmaceuti- 
cals Inc., which joined with American 
Home to market it as Redux. This drug 
didn't win U.S. marketing approval until 
1996, although Servier began selling it 
earlier in Belgium and elsewhere. 

Servier says it heard of some Belgian 
heart-valve cases. In each instance, a 


- spokesman says, it informed U.S. associ- 


ates "in a timely fashion." When the Mayo 
Clinic found heart-valve problems in two 
dozen patients last summer, American 
Home gave no indication it was familiar 
with the problem. Ал American Home 
physician, referring to the serious abnor- 
malities found by Mayo, quoted as 
saying that "we'd never seen anything like 
this." 


Reporting to the FDA 
But when asked recently if it knew of 
any heart-valve cases bef the Mayo 





| study, American Home said it did know of 


25 Belgian cases and six others elsewhere 
in Europe, having learned of them from 
Servier. American Home says it passed 10 
of the reports on to the FDA. The FDA 
confirms having been told of eight. 

Why didn't American Home report all 
of the cases to the FDA? "We reported 
everything that we thought was 'serious 
and unexpect °” says Joseph Pittelli, 
executive vice president of research at the 
company's Wyeth-Ayerst Laboratories. In- 
terneuron, without elaborating; says it, 
too, has met all reporting requirements. It 
notes that it was involved with only one of 
the drugs, Redux. 

ЕРА regulations define "serious" ef- 
atening or 
permanently disabling. It defines "unex- 
pected" side effects as ones not already 
listed on the warning label. 

American Home's reason for not telling 
the FDA about the six European cases 


Please Turn to Page A13, Column 1 
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in 1996. At the peak of the craze last | perspective — that you have information 

"ebrrary, 200,000 prescriptions were being | that's important to the safety of the public 

Ail ch week. and you're keeping it to yourself or tried to 
... де Jackson, a 32-year-old waitress | explain it away." 


ствам for more than a yea miim | пор Сеа say they, corel up 
: уеаг апа 105 othine — that | 
ГО pounds. But she also developed a 1ёаку Toni 8 КЖ ыш ji fixed 
леагї valve. She was опе of the two dozen can Home raises a complicating factor that 
jill takers in whom the Mayo Clinic and its it says made the reports hard to interpret: 
:ollaborators found problems. Told that à | Some of the Belgian patients were also 
roblems had uracedearerinBelgum, | “ANE Chinese hers to lose кн ert 
М5. Jackson said, "It's really sad that this METAM АА kidney s G ass 
lidn't come out earlier. If I had known American Home believed the herbs 
hese drugs had anything to do with heart | were also responsible for the heart-valve 
roblems, I would never have taken | problems, Says Louis L. Hoynes, the com- 
hem.” рапу 5 general counsel. As a result, the 
шее Herbs | д Belgian cases “were not seen as a signal of 
American Home and Interneuron are | any problem that required further investi- 
he targets of litigation by diet-pill users, | gation,” he says. "Obviously, we have a lot 
iCcusing them, among other things, of | more questions now than we would have 
ailing to warn users of health risks they |. had then." ju 
mew about. The Belgian cases are sure to As it happened, it was a scare aver the 
igure in the litigation. "It's going to look | Chinese herbs that eventually led some 
ike there was a coverup," says George J. | doctors in Belgium to make a link between 
unas, an-expert in health law who | diet pills and heart-valve problems. 
eaches at Boston University School of In the early 19905, some Belgian doctors 
caged et sidere er dti m AE TF оа 
at you can be a jury' 

e ee T RR Sy ШЫ un d unie кек formula non. 
taining Chinese herbs and fenfluramine. 
In October 1992, Belgium banned sale of 
the herbs, Stephania tetranda and Magno- 
lia officinalis. | 

Researchers began to notice that some 
of the patients also had leaky heart valves. 
But little thought was given to the notion 
that fenfluramine might be the culprit until 
Dr. Ewalenko discovered the valve leaks 
among patients who hadn't taken any 
herbs. 


Heart Murmur 


Word of her findings reached Jean 
| Malak, a physician who was at the center 
of the herb scandal. Dr. Malak, of Binche, 
Belgium, was the majority owner of an 
herb-import company that is being sued by 
| herb takers. He believes the herbs are safe 
and is intent on proving they were unfairly 
blamed. 

After hearing about Dr. Ewalenko's 
February 1994 Brussels talk about diet 
drugs and heart valves, Dr. Malak exam- 
ined his own patients' hearts. The follow- 
| ing month, he says, he found a serious 

heart murmur, suggesting a valve leak, in 
an otherwise healthy patient who ha 
taken fenfluramine—but no herbs. "7 

“I felt ice cubes down my spine when I 
heard it," he says. Dr. Мајак says he 
confirmed the leak with an echocardio- 
gram and reported the case to Servier and 
to Belgian health authorities. He says he 
followed up between 1994 and 1996 by 
reporting at least a dozen leaky-valve 
cases to Belgian authorities, all in patients 
who hadn't taken any herbs. 

But many in Belgium were skeptical 
because Dr. Malak appeared to have an ax 
to grind. "Nobody believed him because of 

the herbs," Dr. Ewalenko says. 

"Itis true that my interest in this began 
because I wanted to defend the herbs,” Dr. 
Malak save “Rit T have ronüduectod a 






























· Scare, says he, 


Letter to Lancet 


Dr. Malak that in 1995, he wrote a 
letter to the British medical journal Lancet 
outlining his suspicions that diet pills were 
causing heart-valve leaks. Lancet rejected 
Ц, citing the many letters it receives. 

Dr. Ewalenko says she, too, wanted to 
publish her data. Short of tirne, she for- 
warded her case studies to Jean-Louis 
Vanherweghem, president of the Free Uni- 
versity of Brussels, seeking a collaborator 
on an article. 

Dr. Vanherweghem, one of Belgium's 
leading authorities on the Chinese-herb 
‚ had seen some leaky 
valves in patients who took both herbs and 


| diet drugs. Indeed, he briefly mentioned 


this in a 1995 journal article about the 
herbs and kidney disease. But after speak- 
ing with Servier, he says, he concluded 
that the valve problems were probably due 
to the herbs, not to the drugs. "At-this 
time, [Servier] told us no other cases were 
reported in the world," һе says, 75 

Dr. Vanherweghem decided against 





1 he believes that the diet 
drugs, not the herbs, were “probably the 
cause of the valvular heart disease that we 


observed.” He recently sent а letter to 
Lancet stating new conclusion. 
Scant Attention 


Belgian physicians remain puzzled that 
so little attention was paid to their early 
efforts to link diet pills- to heart-valve 
probiems. Belgian health authorities con- 
firm in their New England Journal of 
Medicine letter that a majority of the 
heart-valve problems they learned of were 
in patients who hadn't taken any Chinese 
herbs. The agency says it didn't routinely 
pass such reports along to the drugs' 
manufacturers ntl mid-1996, when new 
European Union rules required it to do so. 

However, four Belgian doctors say they 
were in touch with Servier officials by 
phone, letter or in person about at least 
nine of the cases well before the U.S. 
recall. Dr. Ewalenko says that when she 
spoke with Ma Opsomer, a Servier 
representative, in 1994, Dr. Opsomer was 
initially "very concerned' but later said 
Servier hadn't found any corroborating 
reports in oiner countries. . | 

Belgian physician Jean-Francois Adam 
says he spoke with Dr. Opsomer in 1995 and 
told her of a patient who developed a leaky 
valve after taking dexfenfluramine. ‘She 
listened to what I had to say, but I don't 
think she took me seriously," Dr. Adam 
says. “She said she knew of no other cases 
like it but would do some checking and get 
back to me. She never called back.” 

Dr. Opsomer declines to comment. But 


| a spokesman for Servier says it believes 


that adequate scientific testing will show 
that its diet drugs don’t cause damage to 
heart valves. The spokesman says Servier 
hopes eventually to get them back on the 
market "for appropriate prescription to 
those who benefit from these products.” 
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Are Beer А 


r 
By SALLY GOLL BEATTY Iç |47 


Staff Reporter of THE WALL STREET JOURNAL 
When a commercial for Schlitz Malt 
Liquor appeared last year on MTV during m OE NE 
"My So-Called Life," a show about teenage. = | 1. Е 
girls, beer maker Stroh called the airing an | РАК 


и г зебре te мааа 
ТЕА аа 
Pear i 
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>. eut 


qu 


ds on ‘B 


eavis and Butt-Head Av 





edat Kids? 


gilmagazines, newspapers, television pro- 
‘grams, radio programs or other media 
меге most of the audience is reasonably 
3 expected to be below the legal purchase 
age," states the Beer Institute's published 
"advertising and marketing guidelines." 
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aberration. ' |: и ЈИ — — - ‘The industry is pointing to these guidelines 
Even as the ad helped launch a Federal, | ‚Зер. 2 (8-10 p.m.) їп an aggressive lobbying effort against — · 
Trade Commission probe into alcohol ad- | | proposed. new federal restrictions of beer | 

. vertising to children, Stroh said it hada Ма „ind liquor advertising. — — | 
adults of legal drinking age; MTV said | |. Ж > d —m e —— e I very. troubling," says Jodle Bernstein, | 
"(ће ad ran by mistake because of а: ` | | у Sept. 3 (8:30 p.m.) . в d 45: | director of (ће FTC's bureau of. consumer | 
last-minute programming switch, . Melrose Place (E!) 4 Sept. 2 (7-8 p.m.) - | ‘protection and a top official involved with | 

` In fact, the commercial was hardly | Unreal (BET) | Sept. 5 (8-10 p.m.) p ' its ongoing probe into alcohol marketing to i 
an isolated event, Despite the beer indus-' = | _ | - н :kids on television. Her bureau enforces | 
try's insistence that it doesn't target kids, — Yo MTV (MTV) , Sept. 5 (10рт.) — 5g оС: Jaws banning unfair or deceptive ad prac- | 
its commercials regularly wash over un- | Beavis and Butt-head (MTV) + бері. 6 (10:30 р.т.) 75:55. б үсе, ра l. pris e lad a | 
derage viewers. A survey by Competitive a Music Awards (МТУ Sent. 7(8:300.m.) ` “Tet МА маг to aim ads at people who aren’ | 
Media Reporting for the Wall Street Jour- · е dolis = ря ти ` aoe р! ) cmm legally able to buy the products. А com- | 
nal showed that during one‘ arbitrarily 5 litiy Madla / р (ad placement): Nielsen Media Research (vi нер! pany. that runs afoul of such laws can | 

| chosen week = the first week of Septem- "5 | igh пара на nod E SY SA p Ñi sr... Y г AE 3 ab m Зона ДЕ. ma | | | ; face fines, orders to pull ads and regular | 
ber — youths under the drinking age made воп, which is marketed in the U.S. by sion channel just after 8 bim. 4 whe РТС screening of future advertising. | 
up the majority of the audience for beer . Philip Morris's Miller Brewing, also ad- 65% of the audience wasn't'old ‘enoughitogps . Ms. Bernstein won't comment on the | 
commercials on several occasions. : vertised on MTV's racy youth dating show, drink. Also that week, Anheuser-Busch ran TE FTC's probe. However, she says that in | 
For instance, Molson heer was adver- “Singled Out," just after 7 p.m., when 52% ` an ad for its Budwelser brand just. ‘after | папу investigation, the commission would | 
tised during a 10 p.m. episode of “Beavis & of the audience was under 21. And Stroh · 8:30 p.m. on BET during. music-video jj look first at whether alcohol advertisers . | 
 Butt-Head," the popular, MTV cartoon advertised Schlitz Malt Liquor during programming, when 70% of ‘the ‘audierjce fy are "following their. own guidelines." For | 
series about two obnoxious teens. Fully MTV's prime-time music-video show 8 was under 21, Corp № ace dn example, "Is it OK if [the percentage | 


| [= MSM Hi üt [had Ыы WR iln uiii e A d D i of 

-69% of all the episode’s vlewers that night 8:30 p.m., when 56% of the audience was These commercials look like clear ylo]8-g% underage viewers] gets up to 70% once 1n : | 

were under 21 — the legal drinking age in under 21. tions of the’ chief beer, шаиутуй надели, While? І don't think it's OK." Andshesays — : 
A raw: the commission would “never act on just 





` all 50 states — according to Nielsen Media That same week, Adolph Coors ran group's own guidelines for, TV ads; Beera | | | 

Research's widely used ratings data..Mol- two ads on the Black Entertainment Televi- advertising ... should not be Eu i1" — Please Turn io Page B6, Column 3 | | 
SAU ain CHE ON Жаш. | Cas o ВИ | =: 

à " 5 ‚з лт р. ° : 
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ADVERTISING ` 


Beer / A ] Runon Shows Seen by Many Kids! 


advertising from MTV, saying it hoped to | 
F “ensure that our intent is not misperceived 
ecc E | And Madison . 








BET between 7 p.m. and 8 p.m. ranged | 
from 80% to 43%. 
Mr. Goldman adds that Coors doesnt 





camo еш 

' и rex T oie li 

|р selected. broadcast: media- buys ‘durings a+. | 
: | tee, warning t 


and simplis-.. 
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| ! broadcast audience 


| difference between putt 


appear only in black- 
"There are already signs that brewers - 


gramming it buys is over 21. 
At Stroh, officials e that there' $ а 
ads in front of 


kids and targeting them explicitly. "We 


understand that when an ad is run it's ` 


going to be seen by some people who аге 
under 21 years of age, whether it's a 
billboard, in à magazine or on TV," says 
Stroh general counsel George Kuehn. 
“That does not mean we target the group 
that is under 21.” | IE Жы 
Whether the beer industry advertises to 
kids became a hotly debated question after 
the liquor industry last year abandoned its 
longstanding guidelines banning TV ads. 
That sparked a national uproar over expos- 
ing kids to alcohol use 4 
industry in the spotli 


In Congress, Rep. SEU Kennedy П 
(D.. Mass.) has introduced legislation that 
would ban most forms of alcohol advertis- 
ing fróm 7 a.m. to 10 .m., require health 
warnings on print, radio and TV ads and 
require alcohol ads 
with a 15% or more 





uth readership to 
d-white text. ` 


and Madison Avenue are worried about the 


: threat of regulation ‹ f beer ads. No. 1 


brewer · Anheuser-B revealed last 


month that it quietly pulled all its. beer- 


ed by the pro- ف‎ 


putting the beer 


run in publications.. 


beer and other ‘adult oe и 


But setting reliable guidelines for such 
ads remains tricky. TV executives argue 


` that Nielsen ratings aren't reliable meas- 
even though the ` 


ures of kid viewership — 
ratings are the TV industry's gold stan- 
dard for gauging the cost of ad time. 
Says John Popkowski, executive vice presi- 
dent in charge of ad sales at МТУ 
Networks: “If you pick one show on an 
isolated night you might find one tbat's an 
aberration statistically," since cable chan- 
nels' viewership is sometimes relatively 


` small. 


On the Е! Channel, for ein. Miller 


Brewing гап a Foster's ad on Sept. 2, 
‚ just before 7:30 p-m., during the show : 
That night, 41% of the . 
show's audience was under 21, according · 


“Melrose Place." 


to Nielsen. But David T. Cassaro, Senior 
vice president in charge of ad sales for E! 
Entertainment Television, says that from 
July 1 to Sept. 29 be "ееп 1 p.m. and 8 p.m., 
only about 28% of ` Entertainment's audi- 
ence was under 21. Overall, Mr. Cassaro 
adds, only 19% of E! Entertainment's total 
audience isn't old enough to drink. 


“with networks like BET the numbers 


` "are so small that they jump all over the 


place," adds John Goldman, a spokesman 
for Adolph Coors. “You take as much саге 
as you can but the programming changes 


often." Mr. Goldman says that in the third | 
quarter, the over-21 audience reached by | 
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Son of Joe Camel 
The Alcohol Industry's Underhanded Bid to Sell Spirits to Kids—and How It Was Blocked 


By Amltal Etzionl 


arkeling енды insiders call 
them ^tralning wheels,” products 
&old to teenagers and children to 


entice them and, ultimately, to get 
them hooked. Apple computers, donated to 
schools, are considered training wheels. 
Less benign are intoxicating new products 
called "alcopops," the liquor industry's equiva 
lent of Joe Camel. 

Alcopops are lemonades, colas and и! Па 
vored frozen malis that ty contain 4 
pere to 6 percent alcohol, often more than 

er, Sold in colorful packages, squeeze pouch- 


of cheap, strong mall liquors that primarily 
are bought by black and Hispanic men. 

When alcopope first appeared, they were met 
with а wave of protest, especially In New York 
City. The ran unfavorable reports; bor- 
ough presidents protested the marketing ploy 
in no uncertain terms, stating it was directly 
aimed at children and minorities; civic and 
church groups joined in; the city's commission- 
er of consumer affalra expressed dismay. 

City inspectors cited a delicatessen in Har- 
lem for selling the drinks to minors. Mayor 
Rudolph Giuliani, who occasionally stande up to 
business, threatened to shut down the offend- 





American products, are not even labeled as 
containing alcohol. Some children as young as 4 
have fallen ill on them. 

"| wonder when they will bring out a bottle 
with a teat on it," ваја Eric Appleby, director of 
London-based Alcohol Concern. Even the new 
labor government, concerned aboul these 
pops, has not found a way to stop them—al- 
though a few leading chaln stores, including 
coap and Salnsbury, have agreed to drop 

em 


Lesson 2: Coalitions make it happen. Corr 
sumer activista often rely on the government to 
pase lawa or regulations to safeguard the public. 


Inc., said the brewery would continue to exer- 
cise “our right to advertise lawful products to 
adult customers throughout the United States, 
in the media of our choosing.” 

Consumer activists respond that advertising 
appeals to motives of which Individuals may be 
unaware or are unable to control. And when it 
comes to addictive products, young consumers 
often do not understand how difficult it is to 
break the habit once It ia acquired. Children are 
another matter, They, of course, are not екрес- 
led to make reasoned choices and clearly need 
protection. That's why Joe Camel has received 
his death sentence and TV programa got 
ratings. Who knows, next maybe we can get the 
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‘frequently by tobacco com- Fire 
panies: This safree country, adultshavearight alcohol slightly lower than other alcopops, but 
dressed up in bright colors and reprising ар 
names as "Pink Squirrel" and "Grasshopper," 
the frothy cocktail concoctlons of an earlier era. 

Nobody'e selling а quiescently frozen, 10 
proof Camel's Nose yet, but check the ke 
cream bin next time you shop—and keep those 
flyers handy and phone banks ready. 


Chicago—reaching about 50 sho 
most of them reported to be oe 
neighborhoods. St. Ides specializes In the kind 


Amitai Etzioni, author'of "The New Golden 
Rule: Community and Moralityina 
Democratic Society,” is director of the George 
Washington University Institute for 
Communitarian Policy Studies. 


hllghted 
pened in Britain, where alcopope Ed been 
sold for several years, and scopes А themhas to choose, they know they must live with the 
proven to be difficult. One survey found thal a con of thelr actions, but И they 
папу as four out of 10 children had at least choose to lead a гівку Ше, we are not to stop 
tated the beverages. In Britaln, alcohol hag them. Next thing, the Industries claim, the 
серна Included ја milk products marketed government will Бал aky diving and skilng. 


euch as "Moo" and “Super Milch," Before the alcopope [взие arose, Stephen К. 
in ad tea le treats which, unlike the Lambright, a vice president at Anheuser-Busch 
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за psychiatrist, sclentist and 
former architect of the 
national effort to prevent 


cohol problems, it was my 
ob to seek out the best sclence, 
th biomedical and behavioral. 

Today, a heated debate swirls 
around the issue af restricting alca- 
hol advertising on TV. Assorted 
opponents who argue that adver- 
tising contributes to alcohol-relat- 
ed problems — especially among 
young people — are way off base. 

When 1 | consider the pros and 
cons of alcohol advertising and its 
alleged effect on problem drink. 
ing, 1 find Шук кш the crucial 
question: Where in the name of scl- 
ence is there proof that alcohol 
advertising is bad for soclety? 
Shouldn't there be some acience to 
say it's so? 

Last year 1 was asked to write a 
review for the New England Jour- 
nal of Medicine on how advertisin 
affects alcohol use. 1.019 not fin 
any studies that credibly connect 
advertising to increases in alcohol 
use (or abuse) ar to young persons 
taking up drinking. 

The prevalence of reckless mia- 
interpretation and misapplication 
of science allows advocacy groups 
- and the media to stretch research 
findings to sult their preconceived 
positions. 

For example, one study showed 
that adolescents who drank alcohol 
could remember alcohol ads better 
than adolescents who did not drink. 
But what does thal prove? If 
researchers found that green-col- 
огей automobiles had more ассі- 
dents than cars of other colors, 
would that prove the color green 
causes accidents? 

Another study, supported by 
the Center on Alcohol Advertis- 
ing, Sada Med that peu- 


guidelines · on | moderate drinking 
drank less than people who didn't 
know. 

русоск! The many variables 
that affect behavior and define 
moderate drinking are scientifical- 
ly uncontrollable. Anyone with any 
scientific knowledge knows the 
study is nonsense. 

But the issue of whether alcohol 
advertising should be restricted 
goes beyond what I have noted, 

During our adolescent years we 
tested the world by taking risks, and 
we made it. So will the present gen- 
eration of teen-agers. But there 
endures а sturdy, albeit insecure, 
band of believers dedicated to the 


Lust to blame someone 


idyllic dream of the innocent, shel- 
tered child. 

The results of a national survey 
of high-school students belle this 
perfect-child fantasy. In the study, 
resenrchers with the Addiction 
Research Foundation In Ontario, 
Canada, found that 76 percent of 
12th graders and 69 percent of 10th 
gradera in the United States drank 
alcohol in 1996. 

State surveys have shown even 
higher rates of consumption by 


: young people; An analysis of four 


showed t of 11th graders in 
Oh oe that 87 percent of the 
bays and 82 percent of the girls 
drank a hal 

A book from England, "The Nor- 
mal and the Abnormal in Adoles- 
cent Drinking,' provides a realia- 
tle picture of alcohol and 
adolescence. 

The authors contend that ado- 
lescent drinking із anormal part of 
the socialization process, whereln 
teen-agers experiment with and 
acquire adult behavior. The high 
incidence of adolescent drinking 
buttresses this argument. But the 
authors further contend that ado- 
lescent abstinence із as deviant aa 
excessive drinking. 1 agree with 
their poaition. 

Abstinence and exceasive drink- 
ing are unhealthy extremes. Nel- 
ther behavior should be encour- 
aged, for In the real world drinking 
alcohol in moderation Is socially 
acceptable. 















g 

shock most Americans. But 
evidence that most КОЋ, Lith, and 
12th graders Іп the United States 
drank some alcohol last year sug- 
gests that abstinence is indeed 
abnormal in this age group. Thus, 
the goal of abstinence for adoles- 
cents із ипгеа а с. 

Advocacy groups claim, without 
evidence, that alcohol advertising 
encourages young people to drink. 
With such an easy target as alco- 
holic beverages, evidence seems 
unnecessary. And the lust to blame 
something or someone for youthful 
waywardness |3 so intense that 
parents can be held legally respon- 


sible for their children's wanton 
acta. 

to lend young apos a 
helping hand is, in Itself, exem- 
pl ut In their eal, child-pro- 
tection advocates may be con- 
tributing to the problems they work 
so hard to prevent. The cult of 


‘expertise has made parents feel 


Incapable of raising their children. 
But as а parent and a psychiatrist, 
1 trust the instincts of parents more 
than 1 do the hubris of child-pro- 


description of her 
outh in “Firat 
Tomes Love" 
illustrates how 
anti-alcohol 
efforts can back- 
fire: "The minute 
someone sald Í 
shouldn't do 
something 
couldn't have 
something, this ја 
not allowed, don't 
go there, stay 


toward И, every 
synapse in my 
brain started fir- 


or die trying: 
This natural 

tendency to "go agalnat the grain" 

із а reality of teen-age Ше, Risk la 

part of growing up. Меры реоріе 


not | р regan | cy 
human dividuals and have anı 
ancient, instinctive need to expert- 
ment. Paternalism dampens the 
spirit, fosters resentment, and per- 
petuates itself. 

If we Invoke aclence to dress 

rejudice аз policy, we do not mere- 
|у pervert science, We demean ро!- 


e and the laws we Live by as well.. 


Morris GU M.D., із presi- 
dent ofthe Health Education Foun- 
dation and author ој “The Tyranny 
of Experts." Adapted from Priorities 
Magazine. Distributed by Scripps 
Howard News Service. 








d | dence sel ef ects of s alcohol 


y two decades, two 
if gent те generals — C. . 
Everett Koop and Antonla 


Novello — and numerous 
public health organizations have 
called upon manufacturers of alco- 
holic beverages to advertise more 
reaponsibly. National polla show 
Americans increasingly favor 


elther restricting or broad- 
cast alcohol advertising. 
But despite thie widespread sup- 


ad му! не reform, the 
alcohol industry has averted gov- 
ана limits. 
the last 20 years; public 
health а tea began implement- 
ing а new approach to preven 
... Blcohol-relate 
problema. This 
new public health 
response is based 
оп a substantial 
and y 
of evidence that 
both alco- 


hol advertising 
and alcohol avall- 
ability and raising 
alcohol 


related problems. 
Alcohol-Indus- 
try representa- 
Цтев often cite 
the Incomplete. 
1 ness of the 
| research record 
on alcohol adver- 
tloing as proof 
that alcohol pro- 
à motlon has no 

impact on consumption. 
though more research la need- 
ed, there la scientific evi- 








i ial 
to brand selection у adultas. 

In the past, alcohol-beverage 
producers have argued that thelr 
voluntary public service cam 
are more effective at decreasing 
alcohol-related problems than are 
government-Imposed limits on 
alcohol advertising. But while pub- 
lic-service messages may engen- 
der good will for the companies 


sponsoring them, researchers have - 


described these "responsible 
drinking" spota as thinly disgulsed 
аш promotioris. 

е lo ет running cam 
Anheuser Buschi “Know h bag 


Should alcohol ads be regulated? 


Legitimate 
interest 


Say When,” omita that sometimes it 
la not safe to imbibe at all. The cam- 
paign also leavea “when” undefined. 
Manufacturers of alcoholic bev- 
erages also assert that, because 
responsible advertising ls advanta- 


неве to the дешчу, government. 
restrictions are арлар 


"вагу, ресе groups, 


the three branches of f the alc alcoho 
Industry (wine, beer, and diatilled 
apirita) have adopted voluntary 
advertising codes. But these volun- 
tary standards have not prevented 
the brewers from turning Hal- 
loween Into а beer festival, market- 
ing malt liquor on MTV, or ualng 

te cartoon animals in commer- 
cials alred on TV during peak view- 


ing times for young people. * 


elther did the Industry's 
atandafds prevent liquor 
roducers from ending 
their decadea-long voluntary ban 
on broadcast liquor commercials. 
After Seagram broke the ban in 
June 1996, the Distilled Spirits 
Council of the United States sim. 
ly хате its Code of Good 
ctico. 
Since then, commercials for Sea- 
pns Crown e whiskey that 
ture dogs, диска, and peacocks 
have appeared during weekend 
telecasts of college and profeasion- 
al sports events, broadcasta of 
ABCS Monday Night Football, and 
Соару Show" гегип. 
цог — а maga- 












q 
| sine а — appear іп регі- 


edicals such na Spin, nearly half of 
whose readers are under 21, agd 
Allure, 44 percent of whose read. 
ers are underage. Billboard апа 
print ada for Gordon's gin feature 


- а cartoon boat. Quirky cutout 


characters populate Tanqueray 
vodka ads. . 

In terma of both content and 
placement, manufacturers of alco- 

ос beverages find few real Ilmi- 
tatione іп the industry's volunta 
advertising guidelines. RENDER 
conducted In spring 1996 b 
Center on Alcohol Advert sing 


showed that children ages 9 to 1 


WHARTON REPROGRAPHICS 






are more familiar with the Bud- 
weleer frogs than they are with 
Smokey the Bear or Tony the Tiger. 
Anheuser Busch, the maker of 
Budwelser, responded to wide- 
apread criticiam of the frog com- 
merclals by citing the adult appeal 
ш the oiling estes ot anie ed 
to the Beer Institute ad 
fecon Pa if a aymbol or character 
appeals to persona over 21, дее 
makers are [ree to use that 
thelr promotions no matter OW 
ee the image appeals to chil- 
ren 
Our government should mandate 
monitoring the reach of alcohol 
commerciala and should hold 
ible for limit- 
exposure to auch 


By law, television and radio ata- 

Чопа licensed to broadcast on the 

рибе airwaves must do во in the 
public Interest. The Federal Com- 
munications Commission (FCC) 
does not collect ation on the 
frequency of alcohol commercials; 
nor doea it gather age Information 
on the viewers of such ads. 


The FCC could use auch infor- 


mation to set goals for decreasin 
youth éxpoaure. The agency coul 


also require broadcasters to pro ` 


vide equal time for health-and-safe- 
ty messages when alcohol com- 


merclals air d prime time or 
sports p t reach large 
numbers of underage viewers. 


‘No one should expect alcohol- 

"ici i ма و‎ tao le Hs end 

elr aggressive ng of young 

prope com voluntary The industry la 

ve and thua far 

has not conor childrens welfare 
above profits. 

The costa to the United Statea of 
alcohol consumption are tremen- 
dows, with recent estimates 
approac j 
 Uur governmen 


these conta and the human costs of 
alcohol-related Шпевв, injury and 
death. Restricting the promotion 
of alcoholic beverages, and par- 
ticularly thelr promotion to chil- 
dren, should be part of a compre- 
hensive strategy to abate 


. alcohol-related problems through 


policy reform. 


Laurte Lelber is director of the 
Center on Alcohol Advertising. 
Adapted from Priorities Magazine. 
Distributed by Scripps Howard 
News Service. 
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. among minors. But they said pas-' ' 
sage of 


Pataki Signs Bill to Combat’ 
Drinking by Young Drivers 





“ут - 


ALBANY, June 25 — Following а 

| national trend, Gov. George E. Pa- 

taki signed legislation today that 

, would for the first time impose pen- 

alties on people under the age of 21 

who are caught driving with even 

trace amounts of alcohol in their 
blood. 

Known as the zero-tolerance law, 
the measure would authorize the 
State Department of Motor Vehicles 
to suspend the driver's license of a 


minor if arrested while driving with ` 


a blood alcohol level as low. as two- 
hundredths of 1 percent — the equiv- 
alent for most people of one beer or a 
glass of wine. : m 

New York now becomes the 33d 
state to enact such legislation, which 
has been strongly endorsed by Con- 
gress and President Clinton. Federal. 
transportation officials and anti- 
drunken driving groups say several 
studies show the number of alcohol- 
related motor-vehicle accidents in- 
volving minors has dropped sharply 
in the states that enacted similar 
measures. 

To pressure states to clamp down 

1 teen-age drunken driving, Con- 
gress approved legislation last year 
that would require the Federal De- 
partment of Transportation to with- 
hold highway funds from states that 
did not enact zero-tolerance laws. 
New York, which stood to lose $20 


million in Federal aid by 1998, today 
became the ninth state to pass the 
legislation since the Federal law took 
effect. | | 

The new law takes effect on Nov. 1. 
Under existing law, the state does 
not impose any punishment on mi- 
nors or adults caught driving with a 
blood alcohol level under 0.07 percent 


— even though the legal drinking age | 
is 21. The law does include penalties | 


for people of all ages arrested while 
driving with blood alcohol levels 0.07. 


percent or higher. For most people, | 





that amounts to drinking about three 
beers in an hour. _ | 
New Jersey approved `similar 
legislation in 1992. Motorists under 
the age of 21 lose their driver's li- 
cense for three months and are sub- | 
јес to a $500 fine if they exceed the | 
blood alcohol limit of 0.01 percent, а 
`uth of the 0.10 limit for those over 
‚ State police officials said. s >. ` -. 
In signing the New York bill today, 
Mr. Pataki said he was acting as a 
concerned parent who.wanted to re- 
duce the number of young: people . 


By JAMES DAO 


— 
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killed in accidents caused by drunk- 
en drivers. In 1994, 46 people under 
age 21 died and an additíonal 1,100 
were injured in alcohol-related auto- 
mobile accidents in New York State. 
The Governor said he believed that. 
as many as 25 lives could be saved 
from enactment of the new statute. 
“We are sending a clear message 
that the lives of our children, the 
lives of our young people under age 
21, are too important to continue to 
tolerate someone who would break 
the law by drinking and driving, . he 
said. “Мо longer will you be able to 
flout the law and risk the lives of our 
young people across the state. 

For anti-drunken driving groups, 
today's bill-signing ceremony 
marked the end of a nearly five-year 
drive to enact the measure, which 
they have made one of their top 
lobbying priorities in Albany. 

One supporter of the measure, Da- 
vid Kelly, whose older brother was 
killed by a drunken driver five years 
ago, said: “The pain that my family 
has had to endure as a result of this 
tragedy has been devastating. Laws 
like this will help reduce the number 
of deaths.” | 


| the . 
Today's action underscored | | 
power of the Federal Government to 


prod states to enact legislation. The 


Republican-controlled State Senate . 


e bills for 
has passed zero-tolerance bi 
the pen three years, but the measure 
has repeatedly run into opposition in 
the Democratic-controlled Assem- 


bly, where critics have asserted that | 
could stigmatize adolescents and | 


violate their rights. ads 
What broke the logjam this year 


was the threat of losing Federal - 


highway money, the bill's supporters 


said. "They are going to say they - 


would have done it anyway," said 
Mr. Kelly, an Albany lobbyist who 
represented Mothers Against Drunk 
Driving during bill negotiations. “1 
think the Federal mandate really, 
pushed them to do this." . ! 
The new law authorizes the State 
Motor Vehicles Department to sus- 
pend a minor's driver's license for 
six months after the first offense and | 
for one year, or until the minor turns 
21 — whichever is longer — for the 
second offense. ~.. OR у. 
Officials in New Jersey and Con- 
necticut, which have already enacted 
zero-tolerance bills, said today that it 
was too-early to tell whether the laws 
had helped reduce traffic 'fatalities 


سسس = 


‚ measure in New York 
State would discourage teen-age 
drunken drivers from Crossing state 
borders in the New York City metro- 
politan 





der 21 represent a dis- 
proportionate number of the people 
killed in d en-driving accidents, 
accounting for just 7 percent of the 


. 
F 
1 
. 


nation's drivers but 15 percent of the : 


deaths resulting from alcohol-relat- 
ed automobile crashes. And several 











Studies provide evidence that zero- | 


tolerance laws have been effective in 


cutting down on those deaths. A 1992 
Federal study of Maryland showed 
an.ll percent decrease in the num- | 
ber of accidents involving underage 


drivers who had been drinking. And a 
private study showed that, in the 
first four states to enact ‘zero-toler- 
ance laws, nighttime fatal accidents 
involving underage drivers who had 
been drinking declined by 34 percent.’ 
ro-tolerance laws say 
a blood-alcohol level of 0.02 percent ` 
will not always register on a Breath- i 
alyzer, making the law difficult to | 
enforce. But supporters of the ЫП: 
say most police Breathalyzers can | 
detect levels as low as 0.02 percent. | 
Jim Hedlund, associate adminis- | 
trator for traffic safety programs аї' 
the National Highway Traffic Safety 
Administration, said the law works 
because loss of a driver's license “is 
a penalty that young drivers under- 






stand, and it is not a penalty that they 


can get out 01." 


State Sen itor Norman J. Levy, a 






` Long Island Republican who has / 


sponsored legislation for several 
years, said the law was a particular- 
ly powerful disincentive to underage 
drinking because young people саге | 
so much about their driving privi- 


bO baee چ‎ 


leges. ! | 
“For young people, their most val- 
ued asset is a driver's license," he |: 
said. “То 1 it for six months, ог | 
one year or longer, is a major deter- 
rent to young people having anything 


to drink before driving." 
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AN INDUSTRIAL DISASTER IN IND BEEN 


Early in the morning of December 3, 1984, nearly 40 dd of methyl 
isocyanate (MIC), a deadly gas, leaked from a chemical pesticide plant 
in Bhopal, India belonging to Union Carbide India Limited (UCIL). As 
the gas drifted over the surrounding slums toward the center of Bhopal, 
a city of some 900,000 people, over 2,000 persons suff 1 agonizing 
deaths in the first few days, and between 30,000 and 40, persons 
suffered serious injuries. Eventually about 200,000 claims for injuries 
were filed їп respect of the disaster, probably the wors peacetime 
industrial accident m history. 

The exact cause of the accident was never determined, but several 
failures appear to have come together. It seems that somehow substan- 
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ы amounts of water entered into а storage tank containing MIC, and 
а “run-away reaction" occurred. The temperature and pressure rose, 
; e relief valve lifted and MIC vapor was discharged into the atmo- 
sphere. The protective equipment which should have prevented or 
the discharge was out of action or not in full working order; 

the refrigeration system which should have cooled.the storage tank was 
shut down, the scrubbing system which should have absorbed the vapor 
not immediately available, and the flare system, which should have 
urned any vapor that got past the scrubbing system, was out of use. 
Whether the disaster was caused by sabotage, negligence, or faulty 
esign—or some combination of these causes—remained unclear. But 
from the outset the disaster raised the question whether liability would 
be limited to UCIL, the subsidiary—50.9 percent owned by Union 
Carbide, or whether the parent company, a major multinational corpo- 
ration based in the United States, could be held liable. Numerous 
private American attorneys traveled to India to sign up plaintiffs, and 


litigation began almost immediately, not only in India, but in various 


federal district courts in the United States. On January 2, 1985, the 
Judicial Panel on Multidistrict Litigation, assigned the American ac- 
ions to Judge John Е. Keenan in the Southern District of New York. 
On March 29, 1985, the Indian parliament enacted a law granting to 
the Government of the Union of India (ООП the exclusive right to 
represent the victims of the Bhopal disaster in litigation, whether in 
India.or elsewhere. The government retained American counsel, and 
filed a complaint in federal court in New York. Some 6,500 claims had 
already been filed against UCIL in India; the Indian government 
contended, however, that it was necessary to litigate in the United 
States because Indian courts would not be able to assert jurisdiction 

zainst Union Carbide, the parent corporation." Union Carbide moved 
for | буй кап on grounds of forum non conveniens. 


Judge Keenan ordered discovery on the motion, including explora- 















concluded that despite some disadvantages (for instance no provision 
for class action and more limited discovery), the Indian legal system 
afforded an adequate alternative forum for the enforcement of plain- 
tiffs’ claims. Accordingly, he dismissed all the actions, on condition 
that Union Carbide 
(1) consent to the jurisdiction of the courts of India and contin- 
ue to waive defenses based on the statute of limitations, 
| (2) agree to satisfy any judgment rendered by ап Indian court 
against it and upheld on appeal, provided the judgment and affirm- 
ance "comport with the minimal requirements of due process," and 


(3) be subject to discovery under the Federal Rules of Civil 
Procedure of the United States. 


10. See Trevor Kletz Learning from 11. Compare section II C supra. 
Accidents p. 83.(1988). 


tion of the substantive and procedural law of India. Eventually he 
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Union Carbide accepted the conditions, subject to its right to appeal 
them. erect рече понавља Б uisus 
of the claimants in the District Court of Bhopal. 


In the Court of Appeals, Union Carbide (UCC) sought affirmance of 
the dismissal but removal of the second and third ions. The 
individual plaintiffs argued that the dismissal had been improper, since 
Union Carbide was domiciled in the United States. since the 
evidence of design defect would be found in the United States. The 
government of India switched positions, and now argued that its courts 
could indeed handle the claim. It argued for affirmance of Judge 
Keenan's decision, including the conditions. 







IN RE UNION CARBIDE CORP. GAS P 
DISASTER AT BHOPAL, INDIA 
United States Court of Appeals, Second Circuit, 1987. 

809 Е.24 195. 


Before MANSFIELD, Pratt and ALTIMARI, CIRCUIT J 
MANSFIELD, CIRCUIT JUDGE: 


The standard to be applied in reviewing the district court’s forum 
non conveniens dismissal was clearly expressed by the Supreme Court 
in Piper Aircraft Co. v. Reyno, as follows: 


The forum non conveniens determination is committed to the 
sound discretion of the trial court. It may be reversed only when 
there has been a clear abuse of discretion; where the court has 
considered all relevant public and private interest factors, and 
where its balancing of these factors is reasonable, its decision 
deserves substantial deference. | 


Having reviewed Judge Keenan's detailed decision, in which he 
thoroughly considered the comparative adequacy of the forums and the 
public and private interests involved, we are satisfied t 
abuse of discretion in his granting dismissal of the 
contrary, it might reasonably be concluded that it would have been an 
abuse of discretion to deny a forum non conveniens dismissal Prac- 
tically all relevant factors demonstrate that transfer cf the cases to 
India for trial and adjudication is both fair and just to the parties. 


Plaintiffs’ principal contentions in favor of retention of the cases by 
the district court are that deference to the plaintiffs’ choice of forum 
has been inadequate, that the Indian courts are insufficiently equipped 
for the task, that UCC has its principal place of business here, that the 
most probative evidence regarding negligence and causation is to be 
found here, that federal courts are much better ipped through 
experience and procedures to handle such complex ons efficiently 
than are Indian courts, and that a transfer of the cases to India will 






1 


_ counsel, 


. | In requiring that UCC consent to enforceability of an Indian - 
| judgment against it, the district court proceeded at least in part on the 
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= Ee 23 
} ize а $350 million settlement being negotiated by plaintiffs 
All of these arguments, however, must be rejected. 

Little or no deference can be paid to the plaintiffs choice of а 
| nited States forum when all but a few of the 200,000 plaintiffs аге 
Indian citizens located in India who, according to the UOI, have 






= 


and have substituted the UOI, which now prefers Indian courts. The 


cannot be labelled clearly erroneous or an abuse of discretion. 
| The emphasis placed by plaintiffs on UCC's having its domicile 
ere, where personal jurisdiction over it exists, is robbed of significance 
by its consent to Indian jurisdiction. Plaintiffs’ contention that the 
most crucial and probative evidence is located in the United States is 
ашкы not in accord with the record or the district court's findings. 
Although basic design programs were prepared in the United States 
апа some assistance furnished to UCIL at the outset of the 10-year 
period during which the Bhopal plant was constructed, the proof 
beari on the issues to be tried is almost entirely located in India. 
This includes the principal witnesses and documents bearing on the 
development and construction of the plant, the detailed designs, the 
implementation of plans, the operation and regulation of the plant, its 
safety precautions, the facts with respect to the accident itself, and the 
deaths and injuries attributable to the accident. 


The conditions imposed by the district court upon its forum non 
conveniens dismissal stand on a different footing. 


The first condition, that UCC consent to the Indian court’s personal 
jurisdiction over it and waive the statute of limitations as a defense, are 
not unusual and have been imposed in numerous cases where the 
foreign court would not provide an adequate alternative in the absence 
of such a condition. The remaining two conditions, however, pose 
problems. | 


erroneous assumption that, absent such a requirement, the plaintiffs, if 
they should succeed in obtaining an Indian judgment against UCC, 
might not be able to enforce it against UCC in the United States. The 
aw, however, is to the contrary. Under New York law, which governs 
actions brought in New York to enforce foreign judgments, a foreign- 
country judgment that is final, conclusive and enforceable where ren- 
ered must be recognized and will be enforced as "conclusive between 
e parties to the extent that it grants or denies recovery of a sum of 
money” except that it is not deemed to be conclusive if 


evoked the authorizations of American counsel to represent them here | 
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1 the judgment was rendered under a system which does not 
provide impartial tribunals or procedures compatible with the 
requirements of due process of law; 


2. Josie ر‎ cg pd ү ani quis soo ge i p= v ee 
the defendant. 


Art. 53, Recognition of Foreign Country Money Judgments.* though 
$ 5304 further provides that under certain specified conditions a for- 
eign country judgment need not be recognized, none of these conditions 
would apply to the present cases except for the possibility of failure to 
provide UCC with sufficlent notice of proceedings or the ce of 
fraud in obtaining the judgment, which do not eme ist but 


conceivably could occur in the future. 


UCC contends that Indian courts, while providing an adequate 
alternative forum, do not observe due process standards that ould be 
required as a matter of course in this country. А5 evidence of this 
apprehension it points to the haste with which the Indian court in 
Bhopal issued а temporary order freezing its assets thro out the 
world and the possibility of serious prejudice to it if the UOI is 
permitted to have the double and conflicting status of both plaintiff and: 
co-defendant in the Indian court proceedings. It argues that we should 
protect it against such denial of due process by authorizing Judge 
Keenan to retain the authority, after forum non conveniens dismissal of 
the cases here, to monitor the Indian court proceedings and be available 
on call to rectify in some undefined way any abuses of UCC's ight to 
due process as they might occur in India. 


UCC’s proposed remedy is not only impractical but evidences an 
abysmal ignorance of basic jurisdictional principles, so much so that it 
borders on the frivolous. The district court’s jurisdiction is limited to 
proceedings before it in this country. Once it dismisses those proceed- 
ings on grounds of forum non conveniens it ceases to have any further 
jurisdiction over the matter unless and until a proceeding may some 
day be brought to enforce here a final and conclusive Indian money 


judgment. Nor could we, even if we attempted to retain some sort of 


supervisory jurisdiction, impose our due process requirements upon 


Indian courts, which are governed by their laws, not ours. The concept 
of shared jurisdictions is both illusory and unrealistic. The parties 
cannot simultaneously submit to both jurisdictions the resolution of the 
pre-trial and trial issues when there is only one consolidated case 

pending in one court. Any denial by the Indian courts of due process 
can be raised by UCC as a defense to the plaintiffs later ati mpt to 
enforce a resulting judgment against UCC in this country. 

We аге concerned, however, that as it is written the district court's 
requirement that UCC consent to the enforcement of a Sal Indian 
judgment, which was imposed on the erroneous assumption that such a 
judgment might not otherwise be enforceable in the United States, may 


a. Documents Supplement p. 23. 
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create misunderstandings and problems of construction. Although the 
order's provision that the judgment "comport with the minimal re- 
quirements of due process" (emphasis supplied) probably is intended to 
refer to "due process" as used in the New York Foreign Country Money 
Judgments Law and others like it, there is the risk that it may also be 
interpreted as providing for a lesser standard than we would otherwise 
require. Since the court's condition with respect to enforceability of 
any final Indian judgment is predicated on an erroneous legal assump- 
tion and its "due process" language is ambiguous, and since the district 
court's purpose is fully served by New York's Statute providing for 
recognition of foreign-country money judgments, it was error to impose 
this condition upon the parties. 

We also believe that the district court erred in requiring UCC to 
consent (which UCC did under protest and subject to its right of appeal) 
to broad of it by the plaintiffs under the Federal Rules of 
Civil Procedure when UCC is confined to the more limited discovery 
authorized under Indian law. We recognize that under some circum- 
Stances, such as when a moving defendant unconditionally consents 
thereto or no undiscovered evidence of consequence is believed to be 
under the control of a plaintiff or co-defendant, it may be appropriate to 
condition a forum non conveniens dismissal on the moving defendant's 
submission to discovery under the Federal Rules without requiring 
reciprocal discovery by it of the plaintiff. Basic justice dictates that 
both sides be treated equally, with each having equal access to the 
evidence in the possession or under the control of the other. ` Applica- 
ton of this fundamental principle in the present case is especially 
appropriate since the UOI, as the sovereign government of India, is 
expected to be a party to the Indian litigation, possibly on both sides. 

For these reasons we direct that the condition with respect to the 
discovery of UCC under the Federal Rules of Civil Procedure be deleted 
without prejudice to the right of the parties to have reciprocal discovery 
of each other on equal terms under the Féderal Rules, subject to such 
approval as may be required of the Indian court in which the case will 
be pending. If, for instance, Indian authorities will permit mutual 
discovery pursuant to the Federal Rules, the district court's order, as 


modified in accordance with this opinion, should not be construed to 


bar such procedure. In the absence of such а court-sanctioned agree- 
ment, however, the parties will be limited by the applicable discovery 
rules of the Indian court in which the claims wil! be pending. 

Ás so modified the district court's order is aiirmed. 
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cluded later that there had been sabotage by a disgrun- 
Пса employee who opened a valve and let water in to 
unlcash a violent chemical rcaction in thc compound 
uscd to make pesticides. (The employee survived.) In- 
dian groups lobbying on behalf of the victims say й was 
the Connecticut-based company's poor management 
that led to the catastrophe. 

· Union Carbide, which has never been able to argue 
its case in an Indian court, agreed to pay the Indian 
Government $470 million in compensation. That sum, - 
now Brown to nearly $600 million, is frozen as lawsuits 
challenge the fairness of the award. Union Carbide, 
which sold its 50.9 percent ownership of the Bhopal 
plant, also contributed $40 million to build a hospital 
and medical research center. 

But while courts and pressure groups battle over ` 
Union Carbide's role and liability in the disaster, thou- 
sands of survivors arc lining up daily, a decade la ter, - 
still waiting to get enough money to restore their weak- 
encd bodies and shattered lives. The Indian Govern- 
ment has disbursed millions of dollars but relatively 
[ew claims have been settled, and corruption charges 


with compensation awards. The wounds, physical and 
psychological, will take morc than a generation to heal. 
| BARBARA CROSSETTE 


—— о 
А decade after the child at left was buried following 
the deadly explosion at Bhopal, India, people 
continue to live in ramshackle houses near the 
pesticide plant, right. Last month, а gas victim, 
Vimal Kurnar, below, was still recovering at the 
main tuberculosis hospital in Bhopal. 
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Case 12,5 
The Chemical Industry: Introducing Responsible Care 


The chemical industry Is perhaps one of the most environmentally 
controversial sectors. The process of making, distributing, and using 
chemicals can be dangerous, posing risks to workers and nearby commu- ` 
nitles, Many of the industry's products can also damage the environment 
if misused or released accidentally. Legislative action and publicoutrage 
has risen over the years through а combination of headline accidents in 
the Industry, suchas at Seveso, Bhopal, and Schwelzerhalle, and smaller- 
scale, more local issues. 

The industry's response to these problems has often been inadequate. 
As U.S. communications speclalist Peter Sandman told the U.S, Chemical 
Manufacturers Association in 1990, “Your industry hasn't kept its emis- 
sions as low as you practicably could. Perhaps more important, you 
haven't built a good record of open communications with the commu- 
nities in which you operate. Too often you have been arrogant or 
uncaring; sometimes you have been dishonest."! The result, admits 
Robert Kennedy, CEO of Union Carbide, Is that "people don’t trust us.”? 
Totackle the twin problems of poor performance and poor publicregard, 
chemical industry associations worldwide have been adopting Кезроп-. 
sible Care, | 

The idea was first developed by the Canadlan Chemical Producers’ 
Assoclation (CCPA) during the 1980s, and has since spread throughout 
the world, Under the Responsible Care Initiative, chemical companies 
are committed In all aspects of safety, health, and protection of the 
environment to seek continuous Improvement In performance, to edu- 
cale all staff, and to work with customers, transporters, suppliers, dis- 
ribulors, and communities regarding product use and overall opera. 
tions. This commitment is described In a set of guiding principles, 

The Implementation of the Responsible Care initiative Is managed by 
national chemical Industry associations, Although the details vary from 
country to country, there are a number of common features: 


° a formal commitment to a set of guiding principles on behalf of each 
company, for example by CEO signature; | 
* à serles of codes, guidance notes, and checklists to help companles 


implement the commitment; JE 
| ^» 
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don't trust us." Both the CMA and the CCPA have established Public 


* the progressive development of indicators agalnst which improve- 
ments In performance can be measured; 


° an ongoing process of communications on health, safety, and environ- Canad ental expert, told an International seminar on Re 
ла partle u. Canadian environmen ајехр 
па И оа н: sponsible Care in April 1991, "any Industry program setting out (о 


° provision of forums [п which com panles canshare views and excha nge 
experlences on Implementation of the commitment; 


* adoptlon of a title and a logo that clearly Identify natlonal programs 
as being consistent with and part of the concept of Responsible Care; and 


* consideration of how best to encourage all assoclatlon member сот. 
panies to commit to and participate Iri Responsible Care, 


In the United States, for exam ple, Responsible Care was introduced in 
1988 by the Chemical Manufacturers Association (CMA). To maximize 
participation by the Industry and toshow strong commitment, CMA has 
made the Implementation of Responsible Care an obligation of member- 
ship; all CMA members are thus participating in the initiative. The 
association has so far developed five codes of management practice on 
community awareness and emergency response, employee health and 
safety, distribution, pollution prevention, and process safety; a code on 
product stewardship Із also near! y ready. The pollution prevention code 
requires member companies, among other things, (о make an Inventory 


with employees and the community to reduce these at the Source, 
Companles have to monilor thelr performance against the code; СМА 
will use these data to communicate Industrywide results to the public, 

Sharing Information and successful techniques with other companies 
із an Important part of Responsible Care, As Unlon Carbide's Kennedy 
comments, "most of the tools of good environmental management are 
free, nelther patented nor proprietary.” More than 1,000 executives and 
managers from CMA member com panies have attended workshops on 
implementing the codes, Mutual assistance has proved to be consider: 
able,’ 

Through Responsible Care, chemical companies have a clear frame- 
work within- which they can begin a dialogue with the public. The 
chemlcal industry belleves that demonstrating both commitment nnd 
Improved performance is the key to maintaining and retaining public 
Accepte ЭЁ the Industry. As Kennedy says to the public, “Track us, 

a | 
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Advisory Panels, consisting of community activists involved In environ- 
mental and health issues, to facilitate this process. Pat Delbridge, a 


change corporate behavior must include the external perspective,” add- 
Ing that an “advisory panel keeps you honest and relevant and can give 
useful guidance,” 

Responsible Care was nol developed without overcoming several 
obstacles. Assoclations mel with skepticism from both {һе community 
and also thelr own members, By working together with the Skeptics, 
however, the associations have managed to win support and start the 
implementation process. In the United States, from the Industry side H. 
Eugene McBrayer, president of ће Exxon Chemical Company, believes 
that “Responsible Care is giving us a template for making real, lasting 
improvements,” while Peter Berle, head of the National Audubon Soci- 
ely, has called the initiative “an important step in the right direction." 

The commitment of the industry and the strength of the initiative have 
led to Responsible Care being adopted around the world. Since it began 
In Canada in 1985, it has been introduced in the United States (1988), the 
United Kingdom (1989), Australia (1989), France (1990), and Germany 
(1991). Belgium, Ireland, Italy, the Netherlands, Spain, and Swedenalso 
now have programs, and chemical associations in other countries are 
expected to Introduce Responsible Care in the near future, including a 
number In developing countries and the former Soviet bloc. 


Lessons Learned 


° Industry trade associations can and should play a central role in 
Improving the environmental performance of thelr members, 

° Programs developed In one nation can be used worldwide by national 
and regional,trade associations. | 
° Companies within the same industrial sector can assist each other in 
improving environmental and safety performance, 
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LIKE EVERYTHING GLSE IN THG MODERN WORLD. T NAVY'S ACE 






FLYING TEAM, THE BLUE ANGELS, HAS A ССЕТА! PROBABILITY 
OF FAILURE EVERY TIME THEY PERFORM. FOR THE SAKE OF 
ARGUMENT, LETS SUPPOSE TS J ACCIDENT IM 
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FOR YEARS, POLICY MAKERS 
AND STATISTICIANS HAVE 
USED EXPECTED LOSS AS THE 


| THIS 5 WHY STATISTICIANS 
| ASSESS RISK USING A NUMBER 
CALLED THE EXPECTED LOSS: 

| ТТ MULTIPLICó THE PROBABILITY 
OF AN ACCIOGNT TIMES THE 
DAMAGE РОМС BY THS ACCIDENT. 


` EXPECTED Loss 


IN THIS CASE, OVER AN AIRFIELD, IT'S 
{ \ X (xen of DEAE 
10,000 + PILOT 


WHILE OVER А CITY, IT's 














YES, WITH A LITTLE HELP, 
EVEN WE CAN MULTIPLY 
TWO NUMBERS TOGETHER! 









COST OF PLANE + PILOT 
4 + BUILDINGS OFFICE WORE | 
== X | ERS INSURANCE PAYMENTS+ 
MO,OO0/ | FIRE DEPT. OVERTIME + 
LAWSUITS + GENERAL 
AbGRAVATION 


PROBABILITY oc ACCIDENT] 
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COST of ACCIDENT 














UNTIL SOME ТЕМ YEARS AGO, WHEN УАСОУ 
HAIMES AND WIS COHORTS AT THG UNI- 

VERSITY OF VIRGINIA DEVELOPER THE PARA 
(PARTITIONS? MULTI-OBJECTIVE RISK METHOD). 
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TO ACLOUNT FOR CATASTROPHES 
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FOR EXAMPLE, LETS IMAGING THAT THE THE DAMAGE АМО PROBABILITIES MIGHT BREAK DOWN IN THIS 


















FLICRS SPEND 7% OF THEIR FLIGHT TIME (PURELY HYPOTHETICAL) Way: \ 
OVER DOWNTOWN SAN FRANCISCO АМО _ š 
THE OTHER 99% OVER SINGLE-FAMILY AVERAGE DAMAGE PROGABILITY m 
HOUSES АМО SAILBOATS. 
Мом WHERE'S THAT 
hips Ua OVER HOUSES $75 Al LLION 
ANG BOATS (LE, MOSTLY Тис COST 
OF THE PLANE) 
OVER 
POWNTOWN 
NOW SUPPOSE THAT PRESSURE FROM ____| | THEY FIGURE THE CHANGES 
` IRATE CARTOONISTS CAUSES THE NAVY TO WILL COST BIG BUCKS IN FLIGHT 
THINK ABOUT CHANGING THE SHOW so PLAN RGVISIONS, PILOT TRAIN- 
| IT AVOIDS PASSING OVER DOWNTOWN. 
| J x $75,000,000 ! 
PLUS 
1 | 
(о X $ 500,000,000 
EQUALS 
#1425 + $500 = $1925 
| : =й ~ 
: YY EY ce NS EISE. T RO, = 
TE REE АСЕН PORES RE RSG ET Es 
DECISION MAKERS HAVE WARMED. TO THG PARM, BUT 
METINGS THEY STUMBLE OVER ТИС MATH. ` 
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Excerpts From High Courts Decisi 


Brady Handgun-Control Law | 


By The New York Times 

WASHINGTON, June 27 — Following are 
excerpts from the Supreme Court's decision 
today striking down the Brady gun-control 
law's requirement that state officials do 
background checks on would-be handgun 
buyers. Justice Antonin Scalia wrote the 5- 
to-4 majority opinion т Printz v. United 
States. Justices Sandra Day O'Connor and 
Clarence Thomas filed concurring opinions, 
while Justices John Paul Stevens, Stephen 


sents. 


С. Breyer and David: H. Souter-filed dis-. 


5 FROM THE DECISION 
By Justice Scalia 


The question presented in these cases is 


whether certain interim provisions of the 
Brady Handgun Violence Prevention Act, 
commanding state and local law-enforce- 
ment officers to conduct background checks 
on prospective handgun purchasers and to 
perform certain related tasks, violate the 
Constitution. 


I 

The Gun Control Act of 1968 (С.С.А.) 
establishes a detailed Federal scheme gov- 
erning the distribution of firearms. It pro- 
hibits firearms dealers from transferring 
handguns to any person under 21, not resi- 
dent in the dealer's state, or prohibited by 
state or local law from purchasing or pos- 
sessing firearms. It also. forbids possession 
of a firearm by, and transfer of a firearm to, 
convicted felons, fugitives from justice, un- 
lawful users of controlled substances, per- 
sons adjudicated as mentally defective or 
committed to mental institutions, aliens un- 
lawfully present in the United States, per- 
sons dishonorably discharged from the 
Armed Forces, persons. who have renounced 
their citizenship, and persons who have been 
subjected.to certain restraining orders or 
been convicted of a misdemeanor offense 
involving domestic violence. 

In 1993, Congress amended the G.C.A. by 
enacting the Brady Act. The act requires the 


Attorney General to establish a national 


instant background check system by Nov. 
30, 1998, and immediately puts in place 
certain interim provisions until that system 
becomes operative. Under the interim pro- 
visions, a firearms dealer who proposes to 
transfer a handgun must first: (1) receive 
from the transferee a statement (the Brady 
Form), containing the name, address and 
date of birth of the proposed transferee 
along with a sworn statement that the trans- 
feree is not among any of the classes of 
prohibited purchasers; (2) verify the identi- 
ty of the transferee by examining an identi- 
fication document; and (3) provide the 
«chief law-enforcement officer" (CLEO) of 
the transferee's residence with notice of the 
contents (and a copy) of the Brady Form. 
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With some exceptions, the dealer must then 
wait five business days before consummat- 
ing the sale, unless the CLEO earlier noti- 
fies the dealer that he has nó reason to 
believe the transfer would be illegal 

The Brady Act creates two significant 
alternatives to the foregoing scheme. A 
dealer may sell a handgun immediately if 
the purchaser possesses а State handgun 
permit issued after а background check, or 
if state law provides for an instant back- 


ground check. In states that have not геп-` . 


dered one of these alternatives applicable to 
all gun purchasers, CLEOs are required to 
perform certain duties. When a CLEO re- 
ceives the required notice of a proposed 
transfer from the firearms dealer, the 
CLEO must “make a reasonable effort to 
ascertain within five business days whether 
receipt or possession would be in violation of 
the law, including research in whatever 
state and local recordkeeping systems are 
available and in a national system designat- 
ed by the Attorney General" The act does 
not require the CLEO to take any particular 
action if he determines that a pending trans- 
action would be unlawful; he may notify the 
firearms dealer to that effect, but 15 not 
required to do so. If, however, the CLEO 
notifies a gun dealer that-a prospective 


purchaser is ineligible to receive a handgun, 
he must, upon request, provide the would-be 
purchaser with a written statement of the 
reasons for that determination. Moreover, if 
the CLEO does not discover any basis for 
objecting to the sale, he must destroy any 
records in his possession relating to the 
transfer, including his copy 01 the Brady 
Form. Under a separate provision of the 
G.C.A., any person who “knowingly violates 
(the section of the G.C.A. amended by the 
Brady Act) shall be fined under this title, 
imprisoned for no more than one year, or 
both.” Ы 

Petitioners Jay Printz and Richard Mack, 
the CLEOs: for Ravalli County, Mont, and 
Graham County, Ariz., respectively, filed 
separate actions challenging the constitu- 
tionality of the Brady Act's interim provi- 
sions. In each case, the District Court held 
that the provision requiring CLEOSs to per- 
form background checks was unconstitu- 
tional, but concluded that that provision was 
severable from the remainder of the act, 
effectively leaving a voluntary background- 
check system in place. A divided panel of 
the Court of Appeals for the Ninth Circuit 
reversed, finding none of the Brady Act's 
interim provisions to be unconstitutional. 
We granted certiorari. 

II 

From the description set forth above, it is 
apparent that the Brady Act purports tO 
direct state law enforcement officers to 
participate, albeit only temporarily, in the 
administration of a Federally enacted regu- 
latory scheme. ... 
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'in the ju 


The petitioners here object to being 
pressed into Federal service, and contend 
that Congressional action compelling state 
officers to execute Federal laws is unconsti- 
tutional. Because there is no constitutional 
ing to this precise question, the 
the CLEOs' challenge must be 
in historical understanding and prac- 
structure of the Constitution, and 
risprudence of this Court. We treat 
those three sources, in that order, in this and 
the next two sections of this opinion. 

Petitioners contend that compelled enlist- 
ment of state executive officers for the 







tice, in 


administration of Federal programs is, until . 





nt years at least, unprecedented. 


that “the earliest Congresses enacted stat- 
utes that required the participation of state 
officials in the implementation of federal 
laws." ... 

These early laws establish, at most, that 
the са чын was originally understood 
to permit imposition of an obligation on 
state judges to enforce Federal prescrip- 
tions, insofar as those prescriptions related 


to matters appropriate for the judicial pow- 


er. 

We do not think the early statutes impos- 
ing obligations on state courts imply a pow- 
er of Congress to impress the state execu- 
tive into its service. ... 





III ) 

The itutional practice we nave ex- 
amined above tends to negate the existence 
of the congressional power asserted here, 


but is not conclusive. We turn next to consid- 
eration of the structure of the Constitution, 
to see if we can discern among its “essential 
postulate(s)," a principle that controls the 


'present cases. 


А 

It is incontestable that the Constitution 
established a system of “dual sovereignty." 
Although the states surrendered many of 
their powers to the new Federal Govern- 
ment, they retained “а residuary and invio- 
lable sovereignty,” This is reflected 
throughout the Constitution's text, including 
(to mention only a few examples) the prohi- 
bition on any involuntary reduction or com- 
bination of a state's territory, the Judicial 
Power Clause and the Privileges and Im- 
munities Clause, which speak of the *'Citi- 
zens" of the states; the amendment provi- 


fou of the states to amend the Constitu- 
tion; and the Guarantee Clause, which "pre- 
supposes the continued existence of the 
states and ... those means and instrumen- 


sion, oft requires the votes of three- 








rnment contends, to the contrary, | 
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talities which are the creation of their sover- 
eign and reserved rights." Residual state 
sovereignty was also implicit, °t course, in 
the Constitution's conferral upon 

of not all governmental power 
discrete, enumerated ones, whi 





tion was rendered express by the IOth . 
Amendment's assertion that “(t)he powers ` 


not delegated to the United Stat 





by the . 


. Constitution, nor prohibited by it. to the | 


states, are reserved to the states respective- 
Iy, or to the people.” ' 

The Framers' experience ind the Arti- 
cles of Confederation had persuaded them 


` that using the states as the instruments of 


Federal governance was both ineffectual : 
and provocative of Federal-state conflict. 
` When we were at last confront squarely 


with a Federal statute that unambiguously 
required the states to enact or administer a 
Federal regulatory program, our decision 
should have come as no surprise. At issue in 


New York v. United States, were the so- . 


called “take title" provisions of the Low- 


Level Radioactive Waste Policy Amend- . 
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ments Act of 1985, which required states ` 


either to enact legislation providing for the 
disposal of radioactive waste generated 
within their рогс ^5, or to take title to, and 
possession of, the waste, effectively requir- 
ing the states either to legislate pursuant to 
Congress's directions, or to implement an 
administrative solution. We concluded that 
Congress could constitutionally require the 
states to do neither. “The Federal Govern- 
ment," we held, “may not compel the states 
to enact or administer a Federal regulatory 
program." 

The Government puts forward a cluster of 
arguments that can be grouped under the 
heading: “The Brady Act serves very im- 
portant purposes, is most efficiently admin- 
istered by CLEOs during the interim period, 
and places a minimal and only етрогагу 
burden upon state officers." There is consid- 
erable disagreement over the extent of the 
. burden, but we need not pause over that 

detail. Assuming all the mentio factors 
were true, they might be relevant if we were 
evaluating whether the incidental applica- 
tion to the states of a Federal law of general 
applicability excessively interfered with the 
functioning of state governments. But 
where, as here, it is the whole object of the 
law to direct the functioning of the state 
executive, and hence to compromise the 


structural framework of dual sovereignty, 
such a "balancing" analysis is inappropri- 
ate. It is the very principle of separate state 
sovereignty that such a law offends, and no 


comparative assessment of the various in- 
“жан сап оуегсоте that fundamental де- 

We adhere to that principle y, and 
conclude categorically, as we concluded cat- 
egorically in New York: “The F deral Gov- 
ernment may not compel the states to enact 
or administer a Federal regulatory pro- 
gram." The mandatory obligation imposed 
on CLEOs to perform background checks on 
prospective handgun purchasers plainly 
runs afoul of that rule. ... 

We held in New York that Congress can- 
not compel the States to enact or enforce a 
Federal regulatory program. Today we hold 
that Congress cannot circumvent that prohi- 
bition by conscripting the state's officers 
directly. The Federal Government may nei- 


ther issue directives requiring the states to- 
address particular problems, nor command 
the states' officers, or those of their political 
subdivisions, to administer or enforce a 
Federal regulatory program. It matters not 
whether policymaking is involved, and.no 
case-by-case weighing of the burdens or 
benefits is necessary; such commands are 
fundamentally incompatible with our con- 
stitutional system of dual sovereignty. Ac- 


cordingly, the judgment of the Court of . 


Appeals for the Ninth Circuit is reversed. 


From a Concurring Opinion 
By Justice Thomas 


The Court today properly holds that the 
Brady Act violates the 10th Amendment in 


that it compels state law enforcement offi- | 


cers to “administer or enforce a Federal 


regulatory: program." Although I join the 


Court's opinion in full, I write separately to 
emphasize that the 10th Amendment af- ` 


· firms the undeniable notion that under our 


Constitution, the Federal Government is one 
of enumerated, hence limited, powers: Ac- 
cordingly, the Federal Government may act 
only where the Constitution authorizes it to 
do so. 

In my “revisionist” view, the Federal 
Government's authority under the Com- 


"merce Clause, which merely allocates to 


Congress the power “to regulate Commerce 

. among the several states," does not 
extend to the regulation of wholly intrastate, 
point-of-sale transactions. Absent the under- 
lying authority to regulate the intrastate 
transfer of firearms, Congress surely lacks 
the corollary power to impress state law- 
enforcement officers into administering and 
enforcing such regulations. Although this 
Court has long interpreted the Constitution 
as ceding Congress extensive authority to 
regulate commerce (interstate or other- 
wise), I continue to believe that we must 
"temper our Commerce Clause jurispru- 
dence" and return э an interpretation bet- 
ter rooted in the ciause’s original under- 
standing. Even if we construe Congress's 
authority to regulate interstate commerce 
to encompass those intrastate transactions 
that “substantially affect" interstate com- 
merce, I question whether Congress can 
regulate the particular transactions at issue 
here.The Second "Amendment provides: 
" (a) well regulated Militia, being necessary 
to the security of a free State, the right of the 
people to keep and bear arms, shall not be 
infringed." This Court has not had recent 
occasion to consider the nature of the sub- 
stantive right safeguarded by the Second 
Amendment. If, however, the Second 
Amendment is read to confer a personal 
right to “keep and bear arms,” a colorable 
argument exists that the Federal Govern- 
ment’s regulatory scheme, at least as it 
pertains to the purely intrastate sale or 
possession of firearms, runs afoul of thalo 
dotroo t amendment’s protections. As the 
parties did not raise this argument, howev- 
er, we need not consider it here. 


From a Dissent 
By Justice Stevens 


When Congress exercises the powers del- 
egated to it by the Constitution, it may 


+ 
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impose affirmative obligations on executive 
and judicial officers of state and local gov- 
ernments as well as ordinary citizens. This 
conclusion is firmly supported by the text of 
the Constitution, the early history of the 
nation, decisions of this Court, and a corre 
understanding of the basic structure of í 
Federal Government. ... 

The Brady Act was passed in response to 
what Congress described as ап “epidemic of 
gun violence." The Act's legislative history 
notes that 15,377 Americans were murdered 
with firearms in 1992, and that 12,489 of 
these deaths were caused by handguns. Con- 
gress expressed special concern that ‘‘(t)he 
level of firearm violence in this country is, 
by far, the highest among developed na- 
tions." The partial solution contained in the 
Brady Act, a mandatory background check 
before a handgun may be purchased, has 
met with remarkable success. Between 1994 


and 1996, approximately 6,600 firearm sales ' 
jally dangerous per- | 


each month to 
sons were prevented by Brady Act checks; 


over 70 percent of the rejected purchasers | 


were convicted or indicted felons. The Con- 
gressional decision. surely warrants more 
respect than it is accorded in today's un- 
precedented decision. 


The text of the Constitution provides a 
sufficient basis for a correct disposition of 
this case. 

Article 1, 58, grants the Congress the 
power to regulate commerce among the 


—— 


States. Putting to one side the revisionist ' 


views expressed by Justice Thomas in his ` 
concurring opinion in United States v. I^ 


pez, there can be no question that . 
provision adequately supports the regula- 
Поп of commerce in handguns effected by 
the Brady Act.. 

II 

Under the Articles of Coa doa the 
national Government had the power to issue 
commands to the several sovereign states, 
but it had no authority to govern individuals 
directly. Thus, it raised an army and fi- 
nanced its operations by issuing requisitions 
to the constituent members of the Confeder- 
acy, rather than by creating Federal agen- 
cies to draft soldiers or to impose taxes. 

That method of governing proved to be 


sr ieri Ба 


unacceptable, not because it demeaned the. ` 


Sovereign character of the several states, 
but rather because it was cumbersome and 
inefficient. The basic change in the charac- 
ter of the Government that the Framers 
conceived was designed to enhance the pow- 
er of the national Government, not to pro- 
vide some new, unmentioned immunity for 
state officers. Because indirect control over 


individual citizens (“the only proper objects . 


of Government”) was ineffective under the 
Articles of Confederation, Alexander Hamil- 
ton explained that “we must extend the 
authority of the Union to the persons of the 
citizens." The Federalist No. 15. 

Indeed, the historical materials strons!- 
suggest that the Founders intended to 
hance the capacity of the Federal Gove. 
ment by empowering it as a part of the new 
authority to make demands directly on indi- 
vidual citizens to act through local officials. 


The provision of the Brady Act that cross- 
es the Court's newly defined constitutional 
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threshold is more comparable to a statute - 
requiring local police officers to report еч, 
identity of missing children to the Crime - 
‘Control Center of the Department of Justice : 
than to an offensive Federal command to a . 
sovereign state. If Congress believes that 
such a statute will benefit the people of the : 
nation, and serve the interests of coopera- | 
tive federalism better than an enlarged. 
Federal bureaucracy, we should respect 
both its policy judgment and its —— of 
its. constitutional power. . _. ae 
iz £ Accordingly, E respectfully зе: 
Е SEE ыы sis ашын зразае 2 
~ 3 S „8 From a Dissent E Hs 
. “By! Justice's Souter, E 
эе deciding theses cases whieh ihave I 
> found closer than I had anticipated, it is The . · 
Federalist that finally determines my posi- . 
tion. I believe that the most straightforward . 
reading of No. 27 is authority for the Gov- 
ernment's position here, and that this read- | 
ing is both supported by No. 44 and consis- 
tent with Nos. 36 and 45. · | 
Hamilton in No. 27 first notes that because 
the new Constitution would authorize the 
national Government to bind individuals | 
directly through national law, it could “emi | 
ploy the ordinary magistracy of each | 
(state) in the execution of its laws.” Were he . 
to stop here, he would not necessarily be 
speaking of anything beyond the possibility ` 
of cooperative arrangements by agreement. | 
But he then addresses the combined effect | 
of the proposed Supremacy Clause and state 
officers' oath requirement, and he states 
that "the Legislatures, Courts and Magis- 
trates of the respective members will be ` 
incorporated into the operations of the na- 
tional Government, as far as its just and . 
constitutional authority extends; and willbe ` ` 
rendered auxiliary to the enforcement of its | 
laws." The natural reading of this language 
is not merely that the officers of the various _ 
branches of state governments may ђе em- _ 
ployed in the performance of national func- ` 
tions; Hamilton says that the state govern- , 
mental machinery "will be incorporated”, _ 
into the nation's operation, and because the ` 
“auxiliary” status of the state officials will ` 
` occur because they аге “bound by the sanc- ` 
tity of ап oath.”-I take him to mean that. 
._ their auxiliary functions will be the products, 
= oft their obliga ‘thus undertaken © sup+ - 
. port Federal la ‚ not of their own, or the 
states’, unfettered choices. 
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A tale of two lobbies . 


Why do two similar countries disagree so profoundly about guns? 


RITAIN and America havea great deal in common, but in 

one way they are about to diverge sharply. America has 

the laxest gun-control regime in the developed world, and 

Britain is about to adopt what will be about the toughest. 
How has this happened? 

The immediate cause, of course, was the massacre of 16 
schoolchildren and a teacher at Dunblane in Scotland in 
March this year. The report of the inquiry into the massacre 
was published on October 16th. It recommended tighter con- 
trols on handguns, but the government has gone much fur- 
ther, announcing that it wants to ban most kinds outright. 
Small-calibre pistols would be allowed, but would have to be 
locked up at gun clubs, not kept at home. It is estimated that 
around 80% of the 250,000 handguns held legally in Britain 
would henceforth be outlawed. 

But America has its massacres, too, and they have not had 
such consequences. Bill Clinton has made some slight head- 
way on gun control by helping to enact one bill banning as- 
sault weapons and another imposing a waiting period on 
those wanting to buy handguns. But, to outsiders, America's 
gun regime remains astonishingly Јах. | 

In Britain, the government's instinct to do nothing much 
was trampled by public opinion. Even the Sun—the biggest- 
circulation, furthest-right of the gutter tabloids, whose suspi- 
cion of government is as ample as the bosoms it puts on dis- 
play—said “if the Tories fail today [to ban handguns] the 
people will take their revenge.” According to a recent opinion 
poll, Britons favour a ban on handguns by 81% to 15%; Ameri- 
cans oppose such a ban by around 60% to 40%. 

The difference in the gun-control argument in the two 


Pr 


countries goes to the heart ofthe difference in their politics. 
Americans start from their constitution, and thus from ques- 
tions about fundamental liberties. Britons, without a con- 
stitution to hang their principles on, argue pragmatically. 
There is much to be said for the American way; but the Ameri- 
can passion for liberty means that unimportant freedoms 
sometimes blow up in their faces. Britons, in contrast, argue 
on the basis of outcomes, rather than principles. They do not 
like what the freedom to carry guns has done to America, 
where the murder rate is ten times higher than in Britain, and 
7096 of murders are carried out using firearms. 

Yet most Americans, too, would like stricter gun laws. A 
Gallup poll last year found 62% wanting them tightened up, 
compared to 12% wanting them looser and 24% saying they 
should stay the same. The immovable object is the gun lobby. 
Britain has one too, but it is unlike America's. In Britain, 
shooting is associated with landowning; joining a good shoot 
is a big step up the social ladder in the shires. Such people 
(some of whom are in the cabinet use shotguns, which have 
escaped the ban because farmers can reasonably argue that 
they need them to keep down vermin. Handguns are only 
good for killing people—which, for Americans who maintain 
that they need to protect themselves against each other and 
the government, is the point. 

So Britain's gun-control lobby has won a victory that its 
American counterpart dares not dream of. Unfortunately, 
















rather than celebrating, the victors are crying "no compro- 


mise" until a no-exceptions ban is announced. Pragmatism 
can be a virtue; blind emotion is no way to set policy. 


THE ECONOMIST OCTOBER 19TH 1996 
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CUN MAKERS AGREE 













ү Deal With Clinton to = | 
: tas Huge TU nsi. 


WHARTON REPRO GRAPHICS 


idee БЕГДЕ iu ‘the! United States | 

plan to: gather at the White House оп 

Thursday to announce that they will 

provide child-safety locks with their 

firearms by the end of next year, a , 

. senior White House official and a 
| representative of the gun makers 
said today. 

The announcement, which will in- ` 
sure that about 80 percent of hand- | 
guns made in the United States are : 
| sold with such locks, is expected to 
| produce the unlikely spectacle of ! 
President Clinton, who has sought | 
throughout his Presidency to restrict | 
access to firearms, standing in the | | 
| Rose Garden beside executives from | 
more than half a dozen gun makers. | 

The firearms industry has been | 
under increasing pressure from 
state governments as well as the 
Clinton Administration to address 
accidental shootings, which killed 185 
children in 1994, according to the 
most recent Federal statistics. This 
year, two large firearms companies 
| already began providing such locks. ` 

The deal averts an expected battle 
in Congress over legislation mandat-. 
ing the locks. Mr. Clinton had called . 
for such a law in his State of the | 
‚ Union Message. Then, in March, he ; 
directed all Federal agencies. to re- 
quire safety locks on every handgun | 
ied to any law-enforcement agent. | | 

“That in many ways started the : 
process of examining tbe the issue," said : 
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Legal Affairs 





LIABILITY 


CAN GUNMAKERS 





DISARM THEIR ATTACKERS? 


They re softening their hard line-and breaking with the NRA 


he announcement drew little public 
T» On Oct. 6, executives from 
Smith & Wesson, Beretta USA, and 


x six other firearm manufacturers stood 


declared that they had voluntarily 

pledged to install child safety locks on 

handguns. - 

Despite its low profile, though, the 

event was a milestone. The brief cere- | 

mony in the White House Rose Garden 
marked the first - 


“шшш 


had ever acted 
collectively to 
make their 
products safer. 
Indeed, it was 
the first time many of the compa- R 
nies had ever acknowledged that | 

| there was any legitimacy to con- ! 
cerns raised by their critics, says 
Robert J. Walker, president of the 
Center to Prevent Handgun 
Violence. “Five years ago, 


something like this would 
ever happen,” Walker says. 


they had no role in assuring 
that their products were not 
misused.” 


avoid the 


ers to agree to safety im- 
provements wasn’t the only 
surprising thing about the announce- 
ment. It also opened up the first-ever 
public policy split between the firearm 
industry and its longtime ally, the Na- 
tional Rifle Assn. Claiming that locks 
are inappropriate in many situations, 
the NRA was swift to criticize the gun- 
makers. “We believe the matter of safe- 
ty devices is a personal choice,” and 
that consumers should have "as wide a' 
range of options [as possible] in deciding 
| what kind of firearms” to buy, says 


Even so, more than 20 companies, rep- 
| resenting about 80% of the handgun in- 
dustry, adopted the safety initiative. 
Has the industry decided to hoist the 
white flag? Hardly. But facing hard-core 





| | damages 
' side by side with President Clinton and | 





TRIGGER LOCK 
there was no indication that The firearm 


industry 15 
"The [companies] thought desperate to 


sort of legal 
a muda. landslide that 
hit Big Tobacco 


| depicted 








opponents who are beginning to copy 


| Some strategies used by anti-cigarette 


forces—such as suing for huge societal 
d casting their efforts as 
child safety moves—the gunmakers 
have decided to soften their former op- 


position to any form of regulation. The | 
Ж goal is to avoid a legal landslide Hke ` 
hit tobacco and to stave off | 


the one ! 
future restrictions on their products. 


Ed DEUM, i president and CEO of Smith 
` & Wesson | 


SENA Corp. in 
Springfield, 


Po» 


Mass., says that, like ciga- 
rette makers, ^we are being 
as an industry that is 
somehow doing dark and terrible 
things." To counter that, he says, the in- 
dustry "had better start telling the 
world what we are doing" to promote 
safety. 

Аз part of the industry's new public- 
relations paign, gun manufacturers 
may find it increasingly necessary to 


| part compa ny with the NRA, says Ronald 
Tanya Metaksa, the NRA's chief lobbyist. | 


Stewart, resident and сео of Соз 
Manufact g Co. in West Hartford, 
Conn. "The NRA has tended to get hung 
up on the Second Amendment and has 
had an emotional and philosophical dis- 
agreement with anything the govern- 
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| handguns to have trigger-lock- . 


` ease with more and more 
handgun-control efforts, advo- 
cates are borrowing a page 
from the antitobacco playbook ` 


| fears it could lead to copycat ` 





| Legal Affairs 


ment did against firearms. It has reached 
the point where it has turned a lot of 
people off,” says Stews Counters the 
NRAS Metaksa: "The 

ferent from ours. The industry's plan of 
action is dictated by its outlook on the 
economics of the husiness.” 

The industry's new tune thrills pro- 
ponents of handgun control While gun- 
control advocates and firearm manufac- 
turers still disagree on nearly every 
issue, industry critics see a chance to 
make inroads, at least, on some inex- 
pensive safety tions that gg 
gunmakers used to oppose au- 
tomatically. For le, gun- 


control advocates | = manu- 
facturers to su . laws | 
requiring “loaded in- 


dicators." By ‘telling | users. 














when the gun is y to fire, 
these devices are intended to 
prevent people injuring 
others with guns that appear 
to be unloaded. · 


А new surge in anti-firearm 
activism, especially strong at 
the state and local levels, is 
pushing the gun industry into 
its new stance. On Nov. 4, citi- 
zens in Washington were 
to vote on a hotly contested - 
initiative that would require - 


ing devices and force owners 
to obtain lieenses. Аз is the 


and selling the ballot initiative 
as a child-safety measure. 

TOUGH TOWNS. Because the ` 
Washington initiative is the ` 
first handgun-control measure 
to go before the publie, rather . 
than a legislature, the NRA 


proposals. So it raised $3 

million to defeat the ballot ini- 
tiative—which was too close | 

to call a week bef 

But Washington State isn't the ниска 
only battlefront. In Massachusetts, At- 
torney General Scott Harshbarger is 
proposing the first-ever state consumer 
safety regulations on handguns. Among 
other things, they would ban some types 
of "Saturday night lals” and require | 
ehild-proofing features. 





Municipal activism is also on the rise. 


| Chicago, Los Ang es, and San Diego | 


have all enacted o ces requiring 
child safety locks, and 34 communities in 
California have banned the sale of Sat- 


urday night specials, says Joseph Sud- 


“hia and New Jersey: SOR is cae tha ae MEN MO ary ake ИИ 3 

-hia and New Jerse 2 22 з ns s а makers believe they must act 
‘PLAINTIFFS’ LAWYERS. More than’ 100: ide ud + fast to avoid a legal mess like 
«Suits have been. fi led: against handgun: makers, ‘апа: d 








bay, state legislation director at Hand- | 


gun Control Ine. But the development 
most threatening to the industry is 
brewing in Philadelphia. Inspired by the 
lawsuits brought by state attorneys gen- 
eral against the tobacco industry, Mayor 
Edward G. Rendell is considering su- 
ing the handgun industry to recover 
money spent treating shooting victims. 





ш. makers c are e under attack ped all sides. 

"ems i p bythe siste incus agaist the = 
tobacco: industry; Philadelphia: Mayor Edward G =: 
-Rendelf is considering suing gunmakers. for. medical ` = 
-expenses incurred treati ng: shooting victims: 


"STATES in Nevenoe WE Ringo SE Coda pee 
- closely watched. initiative that: would.require. handgun: v 
“owners to obtain. licenses, among: other things- Massa- > ЈЕ 

- chusetts i Is considering: novel regulations r requiring: guns - 
-to come with trigger locks: and: other safety features 
New restrictions i aree -also.. under Consideration i in. Cali for | 


И 


tion Clearinghouse. In August, six 


| firearm executives and lobbyists tried 


to talk Rendell out of filing the suit, 
which some fear could cost millions to 
defend. Separately, the NRA has also 
tried to dissuade Rendell from proceed- 
ing with the case. Rendell has not 
reached a final decision. 

Plaintiffs’ lawyers, too, are starting to 
smell blood. More than 100 handgun 
suits have been filed across the country, 
and some are spearheaded by leading 
antitobacco attorneys. While the gun in- 






= == 


dustry boasts a nearly unbroken string 


of courtroom victories—much as Big То- 


baceo once did—it is still worried about 
the liability threat, says Richard Fel: 

man, executive director of the Atlant.. 
based American Shooting Sports Coun- 
cil. A major reason companies agreed to 
the voluntary child safety locks was 


“because it puts the manufacturers in a | 
At least two other cities are GEORGIA SHOP: 


also considering doing so, says Firearm sales 
Joshua Horwitz, executive di- have been sliding 
rector of the Firearms Eua for years 


better position in front of a 
jury,” he says. 

The 52 billion gun industry 
is in no shape to pay huge le- 
gal damages. “We could never 
take the kind of hit that to- 
baceo could take and survive. 
A lot of companies are very 

€ marginal in their staying pow- 
NOE er, Feldman says. Sales have 
been declining for at least a 
decade and a half—except for 


the specter of the Brady bill 
| and the assault-weapons ban 
led consumers to load up on 


about 4 million guns this year, 
down from 5.1 million in 1981, 
say industry experts. 
REACHING OUT. Because most 
= ти are private, finan- 
: аа! data are hard to come by. 
` But the performance of pub- 
· Шау held Sturm, Ruger & Cc 
in Southport, Conn, i 
Li | thought to be typical. Sturm’s 
25 firearm sales slid from a high 
-= of $180 million in 1994 to $149 
<: million last year. (The compa- 
- ny also has a healthy golf-club 


== 2 







~ division.) “Most people are in 

а this business because they 
; love it, but it is not a big 
petes " says David Tin- 
3 ker, editor of the biweekly 

: Firearms Business. 

<= With no relief in sight, gun- 


2 Big Tobacco’s. They plan to 
* eontinue reaching out to many 


the vote. LL вина PS I ok x once considered enemies. “We'll 
—— M———À— کت‎ stand with anyone who stands | 


for firearm safety, says Feldman. 
"We've been talking to congressmen on 
both sides of the aisle. We've probably 
never spoken to so many Democrats." 
That's sure to frustrate Feldman’s coun- 
terparts at the NRA. But as many gun 
execs readily point out, the NRA can af- 
ford to draw a line in the sand. Its mem- 
bers won't have to pay if the litigation 
and regulatory dam breaks. 

By Mike France in New York and 
William C. Symonds in Boston, wit 
Seanna Browder in Seattle 
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/ „вопангед Guns: Reducing Gun Deaths Through Design Changes © http//www.pcvp.org/firearms/pubs/lock.htgyls 





. Personalized Guns: | £ 
Reducing Gun Deaths Through Design Changes | 
The Johns Hopkins Center for Gun Policy and Research 
Executive Summary 
А personalized handgun is one that, by design, can only be fired when operated by an authorized user. 
Changing the design of handguns so that they are personalized can reduce the likelihood of certain 
gun-related deaths and injuries. Personalized handguns would be inoperable by the curious young child, 
the despondent teenager, and the criminal who steals the gun or disarms a law rns officer. 


The Need: Firearm-related injury is a major public health problem. Gun deaths in the United States 


WIARTON REPROGRAPHICS 


number approximately 40,000 each year, most of which involve handguns rather than long guns. 
Handguns are the weapon of choice for people purchasing a gun for home defense, for the suicide 
victim, and for the criminal. | ` 


One in every four households in the U.S. contains a handgun. Very young children find handguns in the 
home and are able to fire them, shooting themselves and others. - 


Children and teenagers also use guns found in the home to commit suicide. Among young people 10 to 
19 years old, there are more than 1,400 suicides with guns each year. Suicide has become a leading 
cause of death among teenagers. The increase is due largely to gun-related suicides. 


It has been estimated that more than one half million guns are stolen from homes each year. Many of 
those guns are then illegally sold on the street. 


From 1979 to 1992, an average of 13 police officers were killed each year in the line of duty with their 
own or a fellow officer's firearm. 





The Technology: Present technology permits the manufacture of personalized handguns. 


Different technologies exist to personalize guns. Numerous patents for personalized guns have been 
awarded since the early 1970's. Under contract with the National Institute of Justice, Sandia National 

aw enforcement 
officers and developed several demonstration models. Colt's Manufacturing Company Inc. has also 
developed a prototype for a personalized handgun. | 


Laboratories recently studied the feasibility of personalized handguns for use by 1 


One method of personalization involves the use of a tiny transponder, embedded in a ring or worn on 
clothing, that emits a radio frequency. The transponder signals a unique code to the gun, and the 
personalized gun will only fire if it detects the presence of its transponder. Other high-technology 
personalization methods include fingerprint recognition and bar code scanning. Low-technology 
methods include built-in combination locks. 


Policy Options: Policies encouraging safe gun design can prevent firearm injuries. 
Legislation and Regulation States and some localities can pass laws requiring that, in several years, the 


only handguns that can legally be manufactured or sold in those jurisdictions would be personalized 
handguns. The Johns Hopkins Center for Gun Policy and Research has prepared a model law that would 


accomplish this. 
` ae yS tategzêttomeys-General can use their consumer protection power to issue handgu ations that 
require h Ens manufactured or sold in the state to be personalized. The Att nel Of а 





Massachusetts has announced plans to regulate the safe design of handguns. 
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States and some localities can pass legislation that holds manufacturers and distributors of handguns 

liable for firearm injuries but exempts those guns that are personalized. The Mayor of Boston has 

sponsored such legislation. - 
The federal gove: ent could authorize a federal agency to regulate the design of domestic handguns 

for safety, just as other consumer products are regulated. | 









Litigation Injuries resulting from the unauthorized use of a handgun (1.e., childhood shootings and 
teenage suicides) may be compensable through product liability litigation against the gun manufacturer, 
if the handgun was not personalized. 

Similarly, for injuri - resulting from criminal shootings where the handgun used was stolen from a 
home, the gun manufacturer may be liable for failing to make the handgun personalized. 


For a copy of the ih report, Personalized Guns: Reducing Gun Deaths Through Design Changes, 
or for more information, contact Stephen Teret J.D., M.P.H. (410)955-3995. 


September 1996 





Established in 1995 with funding from The Joyce Foundation of Chicago, The Johns Hopkins Center for Gun Policy 
and Research is dedicated to reducing gun violence. The Center provides accurate information on firearm injuries 
and gun policy; develops, analyzes, and evaluates strategies to prevent firearm injuries; and conducts public health 
and legal research to identify gun policy needs. For more information, contact: The Johns Hopkins Center for Gun | 
Policy and Research, School of Public Health, 624 N. Broadway, Baltimore, N , 410/955-39 





See also: U.S. News - Can 'Smart' Guns Save Many Lives? 
2-97 
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Clinton Strikes Deal With Gun mew. 
Makers ied 


By SANDRA SOBIERAJ 
Associated Press Writer 


a WASHINGTON (AP) — The Clinton administration has [css espes GES; 

a RS struck an agreement with most of the nation's gun | = 

опрез ован ошалецу manufacturers that will provide child-safety locks for 

[associated рез about 80 percent of handguns sold in the United States, 
an administration official said. 





и A 
САМИ join President Clinton at ће White House today for an 
DAIL interactive 


WHARI ON REPROGRAPH ICS 


Representatives of the gun makers were expected to 


official announcement at a ceremony during which the 
president would honor the nation's top police officers, 
said the official, speaking only on condition of 
anonymity. 





Q click here 











At the same time, the official added, Clinton would 
propose expanding to state and local officers a 
Help government scholarship program for the surviving 
dependents of federal police officers killed in the line of 
duty. 


Executives from more than half a dozen gun 
manufacturers were prepared to commit to equipping 
their handguns with child-safety locks by the end of 
next year. The companies are following the lead of 
Sturm, Ruger & Co. and Smith & Wesson Corp., the 
world's largest maker of handguns, who made similar 
commitments earlier this year. 


The agreement with Clinton preempts what would have 
likely been a battle with Congress. Clinton has pushed 
legislation requiring such locks with all gun purchases, 
but House and Senate committees rejected the provision 
when they put together their anti-crime legislation 
earlier this year. 


In March, the president directed all federal agencies to 
require safety locks on handguns issued to 
law-enforcement officers. 


(APTV-10-09-97 0259EDT) 
For continuous breaking news, see AP Newstream 
Associated Press news material shall not be published, 


р | broadcast, rewritten for broadcast or publication or 
(Ape m сут - redistributed directly or indirectly in any medium. 


http://allpolitics.com/1997/10/09/ap/clinton.guns/ 10/23/97. 
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Clinton praises gun lock agreement 


WASHINGTON, Aug. 14 (ОРГ) _ President Clinton praised the announcement by Smith and 
Wesson, the — largest manufacturer of handguns, to begin providing a child safety lock with 
every handgun it sells for commercial use. . 

Clinton said the announcement Sunday by Smith and Wesson of its partnership with the Master Lock 
Co. was "an important and responsible step for children's safety." | 


Smith and Wesson spokesman Кеп Jorgensen said the program, which will begin Sept. 2, will cover 
"hundreds of thousands" of handguns sold each year by his company for private use. 


Jorgensen said non-commercial exceptions consist primarily of sales for military and police 
purposes. Clinton, however, ordered federal agencies on March 3 to provide child safety locks with 
all guns they issue to officers. 


Jorgensen said Master Lock has been selling the child safety locks commercially for about 20 years, 
at prices ranging from around $10 to $18. He said Smith and Wesson will hike its handgun prices 
slightly to cover the cost. 


He said customers often buy handguns intending to purchase the lock at some point in the future, 
thinking, "Someday, I'm going to get around to it." He acknowledged that ``Just because it's in the 
box, doesn't г tee everyone's going to use it," but added: "This way, it's in the box, and they can 
make use of it immediately." 







Clinton urged Congress to enact legislation that would require all federally licensed gun dealers to 
provide such safety devices with every gun sold. 


Copyright 1997 by United Press International. 


АП rights reserved. 
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http://www.nra.org/pub/ila/1997/97-07-09 release gun lock dangemy 


For Immediate Release For more information: 
July 9, 1997 (703)267-1190 
NRA WARNS PRESS ON GUN LOCK DANGERS 


Lock Makers Warning: "...may result in an accidental discharge!" 


47. 


С 


Fairfax, Virginia -- The world leader in firearms safety 
education, the National Rifle Association of America warned 
correspondents in Washington, D.C. and Maryland today that they 
should understand the hazards of trigger lock mandates. 


"We are astounded that the Attorney General of the United States 
would applaud such a potentially hazardous scheme," said Mrs. 
Tanya K. Metaksa, Executive Director, NRA Institute for 
Legislative Action. "She should be issuing warnings, not 
plaudits. The answer to safety is education, not one-size-fits- 
all government mandates. Lock makers themselves warn that their 
product, if used on a loaded gun, may result in an accidental 
discharge. ' | 


WHARTON REPROGRAGH} 


"This is why only 2 of 3,043 American counties have passed such 
ordinances. This -s why 20 states in the last 2 years have 
rejected such legislation. This is why 19 states in the last 2 
years have passed resolutions urging the use of the Eddie Eagle 
Gun Safety Program." 





For the benefit of correspondents, МЕА released today a copy of a 
July 3 letter to the editor of the Washington Post. As yet 
unpublished, the letter outlines the benefits of education and 
training and the hazards of locking devices: 


July 3, 1997 
To the Editors: 


On the front page July 2, you herald the 2 American counties 
which have passed trigger lock ordinances. In their exuberance, 
your five reporters overlooked this warning that appears 
repeatedly on the packaging of a gun lock by one of the nation's 
leading lock makers: 


"WARNING! DO NOT USE ON A LOADED GUN! Attempts to use on a 
loaded gun may result in an accidental discharge!" (Emphasis 
in original.) 


False hope is excusable, incomplete guidance is not.  Thankfully, 
the trend in this country is toward training and education, not 
one-size-fits-all government mandates. As the nation's primary 
gun safety provider, the National Rifle Association of America 
has spent $100 million in the last 8 years on providing the 
education that prevents the accidents gadgets may inadvertently 
cause. 


Check the numbers. 35,000 NRA-certified instructors. А 
nationally-acclaimed child accident avoidance program -- the 
Eddie Eagle Gun Safety Program -- adopted by the FBI's Home 
Firearms Safety Program and endorsed by 19 state legislatures and 
governors. NRA-certified law enforcement instructors who work 
with some 450,000 peace officers annually. 


“Sears ас results: accidental gun-related fatalities are at. 
the lowest point ever recorded. 


All five reporters missed all that, but accidents happen, even in 
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journalism. And accidents are waiting to happen in Prince 
Georges and Montgomery counties, unless people put anti-gun-owner 
prejudice behind them, pick up the phone and call NRA to get 
Eddie Eagle in county schools. You may not owe readers a margin 
of balance in politically-edged stories, but you do owe families 
a margin of safety. | 
/S/ Mrs. Tanya K. Metaksa 

-- the nra: people achieving safety -- 

=+ ==+=+ =+ 
This information is provided as a service of the National Rifle 
Association Institute for Legislative Action, Fairfax, VA. 
This and other па. on the Second Amendment and the МВА is 
available at: http://WWW.NRA.Org 
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ENFORCING DOMESTIC COURT JUDGMENTS IN А FOREIGN STATE 
by Professor G. Richard Shell 


As global ecqnomic integration proceeds, the lack of a systematic method for-enforcing 
court judgments between countries is becoming more and more of an issue. This lack of smooth 
coordination between legal systems afflicts not only systems quite different from one another — 
such as the U.S. system and the system in the People's Republic of China — but also the more 
closely related systems of the U.S. and many European countries. Within the European Union — 
as within the United States — judgments from one state's courts are given sübstantial respect by 
all other states within the treaty (or constitutional) regime. This near-automatic process does not 
apply to states outside a given treaty's boundaries, however. ' 


In the case below, you will see that German courts (applying a Civil Code system) have - 
refused to enforcement judgments from the United States (using a common law jury system) 
because of basic objections to the U.S. approach to civil liability. Indeed, the German court's 
criticisms of U.S. civil procedure and products liability law reflects some of the same criticisms 
now being heard by litigation reformers within the U.S. | 


Query, however, whether it is the place of judges in a foreign state to use such vague 
concepts as domestic "public policy" to undermine the legal system of an economic trading 
partner. Ás you read the summary of the Solimene case, consider whether you agree or disagree 
with the approach taken by the German court. | 


THE CASE: Solimene v. B. Grauel & Co., Landgericht, Berlin, 1989 





An American woman was injured one day while working at her Teledyne, Inc. factory job 
near Boston, Massachusetts. Her job involved using a machine to imprint information on small 
electric parts. One of the objects she was imprinting fell off the base of the machine, and she 
turned off the machine to retrieve the object. While leaning over to pick the object up, she 
accidentally turned the machine on. An oscillating arm quickly descended and pinned her right 
wrist to the base of the machine, where it remained trapped for 20-40 minutes. 


She was taken to a local hospital and released the same day, but five weeks later she was 
operated on for carpal tunnel syndrome, a condition caused by the pressure put on her hand 
during the accident. Despite the operation, her right hand and wrist continued to be significantly 
impaired and caused her pain. 


She sued the German company that made the machine їп a local Massachusetts court, 
alleging that the manufacturer was "strictly lieble" for ber inturies. "Strict liability" means that the 
plaintiff may prevail so leag as she cam Siew inat the proauct was "defective" and that the defect 
"caused" her injuries. There is no need in such an action to prove that the manufacturer was 
negligent (i.e. did not take reasonable care in designing or manufacturing the machine). The 
plaintiff need only show that there was defect (for example, the switch mechanism did not have a 
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"fail-safe" mechanism to prevent turning the machine on unintentionally or the machine carried no 
warning about the switch) and that this defect caused the injury. 


The case was processed using ordinary rules of U.S. civil procedure: the defendant was 
, notified of the claim; it appeared and defended the action; pre-trial discovery took place; the 

°— evidence on product defect and causation was presented to a jury; and the jury found that the 

defendant was liable and awarded the plaintiff damages. In this case the jury awarded $275,000. 


, The defendant appealed the jury award to the highest court in Massachusetts, the Supreme 
_ Judicial Court, and this court affirmed the award in every respect. The defendant not having 
assets in the United States against which this judgment could be executed, the plaintiff took its 
Massachusetts judgment and attempted to enforce it in Germany. It provided the German court 
with a duly authenticated copy of the judgment and a demand for payment of $482,905.50. This 
amount included the $275,000 judgment plus 12% interest from the date the complaint was filed. 
The amount and rate of interest was set by a Massachusetts statute covering these types of civil 
actions. | 


LEGAL BACKGROUND 


The United States has no treaty with Germany (or any other European state) regarding the 
enforcement of judgments from U.S. courts in Germany. That being the case, German law 
governs the use of German courts to enforce a foreign judgment. That law (Section 328 of the 
German Basic Law) provides that a German court shall enforce the judgment of a foreign nation 
state's court unless: 


1. The courts of the foreign state did not have jurisdiction over the case according to German 
law; 


2. The defendant did not participate in the case or was not properly notified in time to defend 
itself: 
3. The judgment is inconsistent with other judgments — domestic or foreign — that have become 


2 


4. Enforcement of the judgment would "lead to а result manifestly incompatible with the 
fundamental principles of German law": 


5. The courts of the foreign state in question would not enforce a judgment of a German court, 
i.e. there is no "reciprocity". 


The German court reviewed the plaintiffs request to enforce the judgment under these 
standards. | 
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DECISION REGARDING ENFORCEMENT OF THE JUDGMENT | 


The German court held that it would not enforce the U.S. judgment under Section 328 (4) 
above. 


Before getting its objections, however, the court explained all the things that Were proper 
about the judgment. The U.S. court had jurisdiction over the case under applicable German law 
(328(1)) and the defendant properly participated in the proceedings (328(2)). Moreover, there 
were no inconsistent judgments (328(3)) and there was "reciprocity" between the chusetts 
and Germany with respect to enforcing judgments (Le. it would not be a great deal more difficult 
to enforce a German judgment in Massachusetts than the other way around) (328(5)). 





That left Section 328(4) — the provision dealing with basic conflict between the judgment 
and "fundamental principles of Germany law." Here the court found several prob with the 
U.S. approach to products liability cases (and, more surprisingly, to U.S. civil procedure) that, 
taken as a whole, prevented enforcement. _ 


First, the decision by the jury did not contain any statement of reasons explaining either its 
reasoning on liability or damages. This led to a general "lack of clarity" about the dgment that 
the court "charged to the plaintiff". k; | | 


Second, and more importantly, the court found that the U.S. theory of strict liability 
without need to show negligence or fault offended the "basic norms of German la concerning 
liability and insurance. If [this theory] were to prevail in [Germany]," wrote the urt, "It would 
lead to serious impairment of the right to property of the defendant and of its right to organize 
and carry out its business". 


Third, the court noted that German law prohibited the calculation of interest as provided 
in the judgment. Specifically, the judgment carried interest charges on unpaid interest — а type of 
charge forbidden by German law. 






Fourth, the sheer size of the $275,000 award for an injury of the sort alleg 


court and "far exceeds the amounts that would be payable in a comparable case in | 
The award was particularly troublesome because there was apparently no consideration of the fact 


that the plaintiff herself "initiated the chain of causation that led to her injury". In Germany, the 
plaintiffs conduct would have led to a substantial reduction in the award or perhaps to "complete 
exclusion of liability on the part ofthe defendant". 


offended the 





Fifth and finally, the court noted that the trial was preceded by the U.S. p | of pre- 
trial discovery in which evidence was demanded and exchanged. Although this would not, in an 
of itself, violate German public policy, the court found that "the proceeding as a whole" was a 
"clear breach of German 'ordre public". | . 
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WHO SHOULD BE LIABLE?: AN ASIDE TO THE THEORY OF LAW ECONOMICS 
by Professor Dennis Yao | 


Over the last 30 plus years, economists and lawyers have analyzed legal rules and institutions from 
the viewpoint of their efficiency properties. From this "law and economics" perspective, laws are 
evaluated on the basis of whether they induce socially efficient outcomes (as well as whether they 
are fair). These normative arguments are important in the justification of various legislative 
proposals to change the law and in rule-making decisions by administrative agencies. 


For example, a company (or individual supervisors) may be held liable for the illeg 
employee (subordinate) for efficiency reasons because the сошрапу Is in the posi 
to select employees, to choose the company's range of activities, and to create int 
and management systems to prevent illegal acts, and, for fairness reasons, becaus the company 
may be enriched as a result of these illegal acts. Further, the “shallow pockets" of an employee 
might affect the employee's personal incentives and the compensation that is given to the victim. 





Placing liability on what might be viewed as the responsible party in a fairness sense is not always 
necessary to achieve efficient outcomes. Coase has demonstrated that absent high transactions 
costs associated with reaching a collective agreement, the choice of liability rules will not affect 
(allocate) efficiency. This result, known as the Coase Theorem, is based on the notion that 
inefficient outcomes between parties create an incentive for one party to “рау the other" (or take 
a unilateral action) so as to reach the efficient outcome. Thus, absent transactions costs to 
reaching and maintaining these agreements — a big assumption — legal rules are not needed to 
reach efficiency because private bargaining will accomplish the same task ` 


Note that the existence of transactions costs are a ^market failure" that, in this case, interferes 
with private and voluntary bargains to obtain efficient outcomes. The presence of this market 
failure justifies (from an efficiency point of view) some assignments of legal liability. In some 
cases it may be efficient to have liability shared between perpetrator and “victim”, so as to give 
both parties incentives to act efficiently. Thus, the Coase Theorem suggests that many situations 
that would appear at first to be justifiable on efficiency grounds, may, in fact, be justified only on 
fairness grounds. 





The basic argument of Coase can be seen in the following simple example. Suppose a farmer 
grows crops on some land adjacent to a cattle ranch and that cows from this roam into the 
farm destroying crops. In the absence of a law assigning liability, if building a fence between the 
farm and the ranch was socially optimal (the decision that a single owner of both the farm and the 
ranch would make), then a bargain will be struck between the farmer and the rancher that would 
lead to the fence being built, or, perhaps, the farmer will just build the fence. The latter outcome 


may seem unfair, but it is not inefficient as long as the damage to the crops is greater than the cost 


of the fence. 
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Economically efficient legal rules and penalties are also designed to achieve optimal deterrence. 
Optimal penalties, for example, may be greater than what would appear to be “fair” given the 
offense in order to adjust for the probability (less than one) that an offense will be discovered. 
Overly strict rules and penalties can lead to too many resources being spent to avoid injury or may 
lead to the abandonment of an otherwise valuable service. For example, one major concern of the 
U.S. Federal Trade Commission with respect to its policing of deceptive advertising is that its 
enforcement of actions are not so severe as to cause advertisers to switch from "informative" 
advertising to "puffery" in order to avoid legal problems associated with possibly deceiving 
information. That is, it is legal to claim that your Coco-Puffs cereal is “great-tasting,” but may be 
legally questionable to make a claim that it “provides better fiber that leads to reduced cancer 
risk”. The latter claim—if true—is (I think) obviously more valuable. 
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DE G Loses 
$5.3 Million ` 
Jury Verdict 


im was duel. 
ыру 53 millon ta farmer exes 





is Said to be the first such jury verdict 
against a computer-keyboard maker. 
The verdict, in U.S. District Court in | 


Brooklyn, N.Y., could open a floodgate of 
claims from people Suffering fom the 


In the past several years, juries across 
the country have ruled in favor of com- 
puter companies in about 15 similar com- 
plaints. International Business Machines 
Corp. has faced several cases, including 
what is believed to be the first that went fo | 
trial last year. After nine weeks of testi- | 
mony, a jury in Hastings, Minn., found ' 
IBM wasn't liable for damages suffered by 
a former secretary who alleged she was ` 


crippled by an IBM keyboard. New York: 


attorney George E who defends 
computer man said, "The ргођ-' 
Suey of success for a plaintiff is stil very 
low." 

Jury members in the ruling against, 
Digital, issued Wednesday, found no evi-: 
dence of defective keyboard design. esign. Iti 
Stead, the jury faulted Digital for failing: 
to issue warnings that would have alerted 
the secretary, Patricia Geressy, 50 years 
old, as well as two co-plaintiffs who were 
awarded lesser'amounts, to the dangers of 






repetitive typing. 
The total award to the three women and 
their spouses, who received small deriva- 


| Geressy, a former employee of the Port 


Authority of New York and New Jersey, 
was awarded $5.3 million because she lost 
movement in her hands, according to 
people familiar with Ше case. Jill Jackson, 
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were compensatory, not punitive. 


Carpal tunnel syndrome is a type of. ` 


repetitive stress injury that results from 
continued pressure on nerves in the wrist. 
Its symptoms include numbness, üngiing 
and pain in the fingers. It can become so 


Severe that sufferers have trouble per-. 


forming tasks necessary for daily living. 
Digital, the. nation’s f 


computer maker, Said it wil seek to irre 
the verdicts “set aside” by the trial court: 
and, if necessary, it will appeal. "Plain- 


SES lawyers have filed thousands of sim- 


Please Turn to Page A17, Coker 1 - 


board use causes carpal 





miuus des P iro; that que: 
tunnel syndrome, 
| the company said it:decided to add the 5 
warning after customer surveys showed ^ 
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failure. But that woul 
е nature of their com 
Say. What won the. 
amounted to bad science, th 
.tend,.no matter how heart- 


‚ the need to meet the higher stand-. 
ards of medicine and science in 
proving a case. · 
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> manufacturer, the 


Chemical Compa- 


.Írom the implant litigation, it is fi- 
, reporting sales of 
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The lawyers for the plaintiffs ` 


strongly disagree. They say a court- 

„Toom is not a laboratory and the i 
‘sheer number of women with com- . 
_ plaints provides the linka 
.üfies a legal remedy 


` decades, for. the 
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legal experts say, however, . 
ant case stands in sharp. 
contrast to certain other product li- 
. ability suits that ended in the bank-. 
.Tuptcy of a company. They cite, for’ 
example, litigation over the Dalkon- 


are : | 
implant t hin g is ап: utt 23 је 
‘Shield, the intrauterine device that. 


travesty inp 
m said 
of the neu- : E 

cause and effect were 

.both sides agreed 


the implants it sold are safe. The 
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Dow Corning filed for bankruptcy 
protection because it ‘was still 
caught та web of seemingly endless 
lawsuits and legal bills, said Richard 
A. Hazleton, the chairman and chief 
executive of the company. 
_ Hundreds of. multimillion-dollar : 

judgments could result (гол the ` 
Suits that are being brought individ- | 
ually by women who refused to join : 


the class action, the company says. 


ie T si - 


. ganization plan. Last week, however, 
the bankruptcy court rejected the 
latest request by Dow Corning to 


halt implant suits against its parent" 


companies. 
. "Once you get caught in this web, 
no matter what you try to do to 
extricate yourself from it, it's never 
enough," Mr. Hazleton said. . E 

Some shed no tears for the compa- 
ny. Dr. Sidney Wolfe, director of the 
Public Citizen's Health Research 


pering.” Dr. Wolfe's group has‘ con- 
sistentty sounded alarms about im- 
. plants. It sells a package of docu- 
ments for $730 that lawyers use to 
cases’ and puts women who 

want to sue in touch with lawyers. 
The company “is in trouble,” Dr. 
Wolfe said, "because of its zeal to. 
market something in the face of clin- 


ical evidence and laboratory evi., 


. dence of problems. If you're going to: 
operate. іп-а market syste: . you 
have to pay the consequence: · 't bad 
judgment." 


The Scientists 

An Elusive Hunt | 

For Linkage 
Dr. Wolfe was referring to well- 

documented findings that implants 

can cause localized problems like 

inflammation and tissue hardening, 


side effects that have been widely 
disclosed by the manufacturers for 


жа LE = 


many years. He was also referring | 


to laboratory studies by Dow Cor-: 


ning and others that involved giving 


=a 


silicone to animals and to studies . 


looking for immune reactions in pa- 
tients. 
Dr. Wolfe said these AD studies 


“weren't conclusive,” but they ` 


"raise red flags." He said 
he was confident that the link to 
autoimmune diseases “will turn out 
td be there" and that the lawyers 
were justified in going ahead with 
their suits because they relied on the 
preponderance of the evidence. 


But many independent immunolo- ` 


gists are dubious about that evi- 
dence. So is Britain's Medical De- 
vices Agency, the equivalent of the 
F.D.A., which buen all the data 


on implants that had been published ` 
from the end of 1991 to the middle of . 
1994. “The data collected to date," . 


the agency said in a report issued 
several months ago, “have not dem- 


onstrated any association between. 


. Silicone breast implants and connec- 
tive tissue disease or sufficient evi- 
dence for a mechanistic basis for a 
relationship." ` 


тет = 
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Many independent s 


now point to the new and growing 


body of evidence from seven epide- 


miological studies, some commis- 


. sioned by.the implant makers and 


some by the Federal Government, 
which have consistently failed to find. 
links between implants and autoim- 
` mune diseases. 

Dr. Wolfe’ says these studies are' 


‘tainted by the money of their corpo- 


· гасе sponsors and are too small in 


scope to be definitive. (No restric- . 


tions were put on scientists by the 
sponsors, the defenders of the re- 
‘search say, adding that only three 
studies used industry financing. The 
defenders say the studies involved a 
sufficient number of women.) 
Other medical experts say it is 


LLL DLL I DL DUI M 


simply too soon to conclude that im- . 


plants are safe. Dr. Frederick Miller 
of the F.D.A.'s Center for Biologics 
Evaluation Research says implants 
may be causing unique, atypical dis- 


_eases that were missed by the stud- · 
јез ог are even responsible for multi- 


ple myeloma, a blood cancer. So far, 
however, there is no agreement on 
how to define these new diseases, Dr.- 
Miller said, and the myeloma threat 
arises from a single study he did 


| with genetically susceptible mice. 


The Women = 

A Long List 

Of Ailments - 

, But the implant scare was based. 


оп accusations that the devices 
caused classic connective tissue dis- 


eases, and even Dr. Miller agrees | 


that the explosion in litigation took i 
place in the absence of good scientif-: 
ic evidence. 

That explosion began about five 
.years ago, with suits by women with 
‘implants who had lupus, scleroder- 
ma, rheumatoid arthritis (another 

„autoimmune disease) or vague as- 
sortments of symptoms. Eventually, 
thousands of women sued. The vast 
majority complained of a broad 


| group of general symptoms like 


E^ EP UE сны ПИ сайы ы ЖЫ ОЕ EAR ЧЕ 


7. ú ú ama Es 


-- 


aches and pains, fatigue, insomnia, ` 


memory loss and headaches. ... 
While those complaints can be 


| symptoms of classical autoimmune . 


also be symptoms of many other, 
aah een Men 


_lawyers attributed them to an auto- | 
immune reaction to silicone. Eventu- : 
· ally, the women and their lawyers | 
а cr Буа! 
syndrome that they. called ‘Silicone. 
disease. 


' -Implants were first marketed ata 
Tim when there were no Federal 
regulations requiring proof of saf 
‘for medical devices. Dow била | 


[ 


‘and the other manufacturers were | 


‘able to ‘sell’ the implants "without ` 


: making a case against the ibili 
that they | poss y. 


of the one milion women who ге-.; i 


were unsafe. About à third . 


: the problems to the public... ` 


ceived implants had undergone mas- 


"tectomies; the rest wanted larger 


a 
пру S 


breasts." nm. 


° The- implants cost an ‘average ot? 
$195 in 1990, the year before the 
, market for the devices ' was drasti- 
‘cally changed by the first wave of 


litigation, said Barbara Carmichael, 


:a spokeswoman for. Dow Corning. 


The surgeon's fee ranged from 
$1,000 to $5,000, She added. She said 
the Dow Corning implant sales to- 


taled $12.7 million in 1990, but result-. | 


ed їп a net loss of $690,000. 


Implant makers and the F.D.A. 
were aware of many of the problems 


with the devices — that they could : 
rupture or leak, that the tissue · 


"around them could harden and con- . 


ее. 


interfered with mamm 


Ograms — . 
and those difficulties were spelled `; 


-out in the package inserts. In 1982. 
‘the F.D.A. ran an article in its maga- 


zine, F.D.A. Consumer, 


Hn 


But the sudden and unexpected | 


` emergence of contentions that the | 


implants caused autoimmune con- 
nective tissue diseases took the com- 


‘panies, the F.D.A. and the public by 


surprise, leading many trial lawyers 


that the F.D.A. take a stand. . 

And it did. On Jan. 6, 1992, Dr. 
David A. Kessler, the F.D.A. com- 
missioner, announced that the agen- 
cy was calling for a voluntary mora- 
torium on the sale of the implants. 


.All but two makers — the Mentor 


Corporation of Santa Barbara, Calif., 
and the McGhan Medical Corpora- 
tion, a unit of the Inamed Corpora- 
tion of Las Vegas, Nev. — removed 
them from the market. Both sell 


' them only to women who have had 
breast Cancer and who agree ro be: 


part of a study. 


The announcement was quickly 


followed by the convening of an 


F.D.A. advisory committee of out- 
side experts, including Dr. Sergent, 


to review the Dow Corning data оп | | 


implants, which did not address 
autoimmune diseases, as well as 


-new data that the lawyers for the 


plaintiffs had compiled. But because 
the new data were essentially anec- 
dotal, they proved nothing, Dr. Ser- 
gent said. . `` 
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“апа frightened women to demand : 
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` “Technically, what the panel said : 
‘was that the safety of implants was |: 


not proven," Dr. Sergent said. “But |: 


in the public's mind, that was tanta- 
mount to saying 


they were unsafe. 1 | : 


а ези of the merata- | 
rium was to fuel а lot of what I think 4 


borders on hysteria by the public." É 
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TheDoctors | ч 
Seminars, Labs .. 
And Diagnoses | 


To the surprise of no one, the law- 
suits proceeded with growing mo- 
mentum. Women were recruited as 
plaintiffs by lawyers who traveled 
the country with medical experts, 
giving seminars explaining the dan- 
gers of implants and referrmg wom- 
en to doctors and laboratories that 
. At American Medical Diagnostic | 
Laboratories Inc. of City of Industry, | . 
Саш. for example, doctors ticked off 


drome.” The : 

anxiety and depression, ' ‘elevated | 
blood pressure, fatigue and gastroin- 
testinal problems. n 

Another laboratory, Immunologi- 
са! Sciences Lab Inc. of Berkeley, 
Calif, used a “genetic marker for 
immune-mediated reaction to =Ш- | · 
cone," at a cost of $200, and looked 
for various antibodies and immune 
complexes, at a cost of $500. 

Yet, said Dr. Bruce Burlington, | 
director of the F.D.A.'s Center for 

Devices and. Radiological Health, 

"there's nothing that is a well-de- 
scribed silicone disease." He added 
that the test services “аге of dubious 
value," but said the agency did not | 
regulate such services so its hands | 
` were tied. 

Some doctors developed lucrative 
practices diagnosing . and treating | 
silicone-related cases and testifying 
for the plaintiffs’ lawyers. 

For example, Dr. Robert Ira Lewy 
of Houston said in court that his 
income in 1993 was $400,000, and that 
80 percent was from seeing women 
with breast implants. In 1994, he 
said, he made $2 million in his prac- 
tice, mostly from breast-implant pa- 

‚ Чегиз. He also said he charged $600 
'to $650 an hour for depositions and 
court appearances. 

' As more women were told they 
:had silicone disease, the E ec of 
lawsuits exploded. | p. EN. 
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The кеа р | 
Setting the е: 
Бог а Class Action.. 


| a the ‘start, the aim “of the 
_ lawyers for the plaintiffs was to de- ' 
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рїсї implant акене аѕ evil and un- 
caring and therefore guilty unless 


they could prove themselves inno- - 


cent, said David Bernstein, an expert 
on scientific evidence at the Colum- 
bia University School of Law. :. + 
One way the lawyers made Dow 
Corning look evil was through con- 
tentions that the company knew the 
implants were dangerous but hid its 
evidence from the F.D.A.. 
For example, Frederick Ellis, a 
Boston lawyer; said the company did 
secret research that "'established 


that Dow Corning was well aware of 


the immunological effects of certain 
silicone compounds."  - 
“They can say what they want 20 
years later," he added, "but they 
made а decision based on profits, not 
on the safety of the materials.” | 
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Yet both the F.D.A. and the Justice ` 
cleared the company of. 


Department 
allegations of withholding data. 
Stanley Chesley, a Cincinnati law- 


yer foc tic plaintiffs, said it made no; 
difference to him or other lawyers . 
what the F.D.A. or the Justice De-: 
partment concluded. He and the oth-: 
er lawyers still maintain that the. 


company was well aware of the dan-: 
gers of the implants. = DS 
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After a few large judgments 


against the implant makers, the 
stage was set for a class action, said 
Peter Schuck, a law professor at 
Yale University who studies big tort 
cases. A large judgment, he said, 
“really gets lawyers’ attention.” 

So, about the time that the F.D.A. 
announced its moratorium, a group 


- of lawyers led by Mr. Chesley began- 


negotiating with the implant mak-. 
ers. Two years later, in March 1994, 


the two sides settled on the $4 billion 


- agreement, which never tried to set- 
tle the question of whether implants 
caused autoimmune diseases. 


“Dr. Noel Rose, an expert on auto- : 
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‘immune diseases at the Johns Нор- : 


kins University School of Medicine 
. who has testified for the defendants `: 
on two occasions, likens the litigation 
.to something pur “Alice i = Wonder- 

: land." 

E “First you have the verdict, then | 
“the trial”. һе said. “You make the · 
accusations, collect the money and. 
later the evidence comes out." But; 
Pte Pe a коше” : 
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JANUARY The Food and Drug Administration manufacturers “ “ 






and physicians to voluntarily halt the sale of silicone breast E 
implants. | ist | 

MARCH Dow Corning stops manufacturing implants though it says 
studies showed no Increased incidence of une disease п... . 
women who received implants. ‚ 

APRIL The ЕПА. approves limited use of silicone breast implants, IT 
as long аз the women are monitored in clinical suci Я 
DECEMBER А Federal judge dismisses more than 3,000 suc Am 


corporate parents, Dow Chemical and Coming. | = wama, 





Ер ony а а mI 





and Minnesota Mining and Manufacturing. ` | "no 
. LIBER A Federal judge grants final approval to the settlement `“. ` 
agreement, calling it "fair, reasonable and adequate." Women in =e: 


OCTOBER More than 145.000 women had registered for the - ти 
agreement, up from 90,000 in mid-August. Researchers at Harvard _ 
Medical School and the University of Maryiand Schoo! of Medicine’- *-* 
find no link between implants and connective tissue diseases. 







substantially exceed the amount in the settlement fund. He says he - =, 
` might let them sue for additional amounts. Separately, Dow Corning 
` and other implant Makers still face individual suits brought by 7,000 zh 
| women who declined to join the class action, Оп May 15 Dow ee 
Coming files for Chapter 11 Protection, citing "ће potentially к. 
"enormous financial and management drain” of the йш b. Rus 
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` leader in manufacturing the devices. 


Insurers AreFound Liablei in Implant Case. 


Fed 15, 1446 
By THOMAS M. BUETON ; 
Staff Reporter ој ТнЕ WALL STREET JOURNAL 


"m. A Michigan state jury found 30 insur- 


“ance companies liable for about $400 mil- 


Hon in potential silicone breast-implant · 


. damages under policies they wrote cover- 


ing Dow Corning Corp., the longtime U.S. 


Dow Corning had originally sued 105 in- 
surers to force them to pay under various 
product-liability 
policies the insur- 
ance companies 
wrote over more 
than two decades. |... 
Dow Corning, а Sw» 
Midland, ` Mich., 
joint venture of Dow Еау (see 
Chemical Co. and | уже 
Corning Inc, had PEE 
alpeady reached fi- S 
nal or tentative settlements with most of 
‚ those insurers for $1.18 billion in cover- 
а 


LEGAL BEAT 





age. - 
-73 Among the 30 insurers found liable 


yesterday were two units of American 
International Group Inc.; the Employers 
Insurance of Wausau unit of Nation- 
wide Group; and the Home Insurance Co. 
unit of Home Holdings Inc. 

- Mitchell Lathrop, lead counsel for the 
insurers, man his clients Ма will 
appeal. 

“+ The insurance companies had con- 
tended they shouldn't have tó pay under 


~ the policies, because they alleged that Dow 


Corning intentionally had concealed from 


evidence focused on those conditions. 

At issue was whether Dow Corning 
concealed evidence about these conditions 
and about possible links between silicone 
implants and diseases of the human im- 
mune system. The company contends 
Silicone didn’t cause any women’s im- 


'- mune-system illnesses. It has buttressed 


this view by citing a number of recent 
statistical studies by prominent hospitals 
that have failed to demonstrate such 
causation. 

But thousands of women have never- 
theless sued Dow Corning, relying on 
testimony.from rheumatologists and other 


‚ doctors to show causation. Regardless of 


how the debate concludes regarding Sili- 


cone and immune-system illnesses, Dow 
Corning faces a huge financial burden over 


the issue. So last May, it filed for protec- ` 


tion from creditors under Chapter 11 of the 
federal Bankruptcy Code. 

Against this backdrop, yesterday's jury 
decision in Wayne County Circuit Court 
has, along with the earlier settlements, 
two main effects. One is that with the tota! 
of about $1.8 billion in additional money 
tossed into the bankruptcy-court proceed- 
ing, it will be easier for Dow Corning to pay 
claims, reorganize and ultimately leave 
bankruptcy court. Richard A. Hazleton, 
Dow Corning's chairman and chief execu- 
tive officer, зат the verdict "helps us 


7 


1 them evidence that silicone implants could | 
“leak and cause illnesses. Silicone-gel im- .. 


“plants are documented to have ruptured, ' 
leaked and caused hardened, distorted апі. . 
painful breasts, and some of the insurers’ . 


` ble manufacturers. Wrong- headed deci- : 
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` move through the Chapter 11 process as we į 


prepare our financial кирши $ 


lan.” 


Athe other effect is that women who ne 
claims in the bankruptcy-court 
may obtain more money to resolve 
claims. Richard Laminack, a member of 
Houston plaintiffs' law firm that is on th те? 
tort-claimants committee in the Dow Сог 
ing bankruptcy-court case, said, "We're: 
pleased that Dow Corning won. Anything? 
that makes more money available for the? 
claimants has a good impact." š 


At the time Dow Corning filed for 
Chapter 11 protection, there were about: 
19,000 lawsuits filed against it, in addition 


to thousands of other claims in a now-de-3 | 


funct global settlement deal. Mr. Lamin-? 

ack contends that a total of about 100 000% 
women are expected to file claims in the 
bankruptcylaw proceeding over. Dow z 


Corning implants. Büt the company also: 
-made silicone gel that was used in devices : 


sold by other manufacturers, so there : š 
could be additional claims over the gel. 
Janet E. Bachman, vice president of the = 
American Insurance Association's claims š 
administration department, said the ver- š 
dict “appears to be а bailout for irresponsi- š 
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sions like this one will shift costs to; 
insurers that should be borne by manufac- j 
dures . ; cp sul edd 
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Scientific justice 


BIRMINGH AM, ALABAMA 


Only science can say whether silicone breast implants cause chronic disease. 
So an American court is employing scientists to assess the evidence 


N A sultry day this week, an extraordi- whether or not breast implants filled with 
nary experiment began in a small silicone gel are dangerous. That the im- 
courtroom in Birmingham, Alabama. As plants sometimes rupture, that they can 
the judge, Sam Pointer, outlined what cause hardening and malformation of the 
would happen over the course of the next breasts, or that they may result in signifi- 
three days, a frisson of anxiety crackled cant local pain and discomfort 5 no longer 
around the room. The session, he said, was disputed by anyone. But whether or not 
to emulate as far as possible the type of they cause long-term health problems 15 
presentation that mightoccuratascientific still the subject of fierce debate. 
meeting. Four scientists appointed by the Because of the complex nature of the 
court would hear various expert witnesses litigation, thousands of cases have been 
from both sides. The members of the "па “consolidated” under Judge Pointer for the 
tional panel”, as itis known, would beable pre-trial phase. This is standard practice 
to interrupt and ask whatever questions when many cases, brought in many judi- 
they would like to clarify or help them to са! districts, are essentially the same. It 
assess the testimony. avoids unnecessary repetition and in- 
This is similar to the process of peer re- creases the efficiency of the justice system. 
view that is applied to scientific papers— With the appointment of the panel, 
and quite different from the adversarial Judge Pointer's court has an opportunity to 
methods employed in jury trials. With evi- try to resolve the breast-implant matter 
dent relish, Judge Pointer announced that once and for all. To that end, the panelists 
lawyers would not be permitted to leap to have been asked to assess all the scientific 
their feet and raise objections. They would evidence on the subject to дате. 
have to sit squirming on their hands until It has made for a fascinating spectacle. 
the panel had finished its interrogation be- The gelatinous masses that constitute 
fore they could, themselves, ask questions. breast implants have been passed around. 
The subject of this unique exercise 15 Согу pictures have been shown of what 
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and.what an implant looks like after it has 
been removed. Weird and horrible new dis- 
eases have been posited. Incomprehensibly 
technical theories have been bandied 
about And the members of the national 
panel—Betty Diamond, an immunologist, 
Barbara Hulka, an epidemiologist, Peter 
Tugwell, a rheumatologist and epidemiolo- 
gist, and Nancy Kerkvliet, a toxicologist— 
have asked lots of penetrating questions. 
This must have been disappointing to at 
least one lawyer, overheard in the hotel sug- 
gesting to a witness that “it wouldn’t be dis- 


honest to leave that out, would it? Don't 


mention it unless they ask.” 
Professional disputes 
The judge has asked the panel to assess two 
questions. First, to what extent does exist- 
ing research provide a reliable and reason- 
able scientific basis for the notion that 
breast implants filled with silicone gel 
cause or exacerbate chronic illnesses such 
as autoimmune diseases? And seeond, to 
what extent would disagreement with the 
conclusion that the panel eventually 
reaches represent a legitimate and respon- 
sible debate within the field? 

The first question hinges on causation, 
a tricky thing to show at the best of times. 
Autoimmune diseases are a family of de- 
bilitating illnesses caused when the body 
can no longer distinguish between itself 
and foreign entities, and so turns on its 
own tissues. Scientifically, there are only 
two ways to answer the question of whether 
breast implants can cause them: through 
epidemiology, or through the establish- 
ment ofa mechanism. Both are difficult. In 
the absenceofa strong diagnosuc indicator 
for disease—such as the presence of a bacte- 
rium ога virus—epidemiologists must col- 
lect indirect data. In other words, they must 
ask the question: are autoimmune diseases 
or their symptoms more likely to occur 
among women who have had breast im- 
plants than among women who have not? 

This is a hard question to answer. So far, 
a number of epidemiological studies have 
not found evidence that they do. However, 
if exposure to silicone is just one of a num- 
ber of risk factors for contracting a disease, 
the effect may be too small to detect with- 
out looking at enormous numbers of. 
women. And there are other problems. 
Even if a strong association between sili- 
cone and a disease is found, it does not nec- 
essarily establish causation. Breast im- 
plants and disease might both be a 
consequence of a third factor—some aspect 
of personal behaviour, say, whose infiu- 


167 


ed 


happens when an implant goes wrong— 
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ence has so far gone undetected. 

Moreover, the plaintiffs’ experts argue, 
besides being flawed in design, the epide- 
miological studies done so far have been 
looking at the wrong diseases. These experts 
suggest that breast implants may cause a 
new disease, with unique characteristics. 
Unfortunately, the characteristics of this 
“new disease” have yet to be defined, and 
no single diagnostic criterion has been dis- 
covered. This has, understandably, made 
epidemiological work rather difficult to 
do—and has led the defendants to argue 
that the whole thing is nonsense. 

The possible symptoms of the new dis- 
ease are many—trom fatigue and joint pain 
to headaches and constipation. But these 
are all problems seen in the population at 
large. Nonetheless, a number of doctors be- 


lieve that women who come to them have . 
been. made seriously ill by their implants, 
and that if more work is done, they will be 


vindicated. | 
To try to bolster their case in the ab- 


sence of a defined disease, the plaintiffs ех-` 


perts have put forward a number of possi- 
ble ways that silicone might cause disease. 
Confirming these is even harder than 
showing an epidemiological effect. After 
all, the relationship between cigarette 
smoking and lung cancer was established 
decades before the biological mechanisms 
involved had been elucidated. 

The essence of the implant-causation 
argument is as follows. Breast implants 
made of silicone gel are flawed devices that 
cause significant local damage (true). Even 
if they dio not rupture, they leak silicone 
slowly into the breast (probably true; it may 
depend on the brand of the implant) The 
free silicone then rnigrates from the breast 
into other areas of the body, such as the 
liver or the spleen, and perhaps even the 
brain (possibly true; the evidence is patchy). 
This migration could explain why the un- 
defined disease is thought to affect such a 
wide range of organs and engender such a 
variety of symptoms. 

The problem is, even if silicone does 
migrate around the body, does it do any- 
thing—in particular, aggravate the immune 
systerm—while it is there? It is supposed to 


be one of the most biologically inert sub- 


stances known, and has been used in vari- 
ous forms in a wide range of other medical 
devices for decades. Here is where the evi- 
dence gets really confusing. Some people 
claim that silicone is not inert, and causes 
an immune response on its own. Others say 
that silicone binds to proteins, and that 
these complexes cause an autoimmune re- 
sponse. A further group believes that sili- 
cone degrades to silica, a compound 
known to cause severe health problems. 
And it is, of course, possible that several 


mechanisms are operating simultaneously. 


Again, the defendants argue that this is 


_ all rubbish, a house of cards that can be de- 


molished by close scrutiny of the data. In 
view of this, perhaps the most interesting 
question of all is Judge Pointers second 
one: to what extent disputes of this kind are 
a consequence of delving into an area of 
knowledge where little is known—and how 
much of what is “known” is bunk. 
Waiting for scientists 

The result of the national panel's assess- 
ment will not be known for months. In the 
meantime, тоге hearings are expected to 
take place and the panelists will have much 
more to read and mull over. Then, after 
their report has been released, the lawyers 
from both sides will have a chance to get 
their own back: they will be allowed to 
cross-examine the members of the panel in 
a videotaped session. | 
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What happens after that is not clear. If 
the panel comes back with a resounding 
"no evidence", judge Pointer himself might 
use it as grounds to exclude parts of the ex- 
pert testimony, a move that could bring a 
end to the breast-implant litigation. More 
likely, all the evidence—the reper, and the 
videotapes of the hearings and the cross- 
examinations—will be sent to all the dis- 
trict courts to which the litigation returns 
for the trials thernselves. 

Either way, the panel is expected to have 
a lotofclout. Settlements will probably bur- 
geon. Other judges could use the testimony 
to exclude particular expert witnesses. And 
when cases do go to trial, juries are unlikely 
to go against the opinions of the courtap- 
pointed experts. It is a bold experiment It 


will be interesting to see how well it works. _ 
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Analysis: "9 Case Seen As Sign Of Tort System Gone Awry 

By JOHN M. BRODER 

WASHINGTON -- Big civil-damages awards have become an increasingly common feature of 


the American legal landscape, but Monday's nearly $3.5 billion punitive-damages assessment in | 
а 1987 Louisiana railway fire is being seen as a case unto itself. 


The accident that spawned the huge award was little noticed outside Louisiana and did not cause 
widespread injury or death. Questions were raised about the long-term health effects of the 
chemical fire, but no definitive studies have established lasting medical damage. 


The award has left legal experts shaking their heads. Advocates of tort reform say the case isa 
prime example of the need to limit or abolish punitive damages and to discourage the filing of 
class-action claims. 


Many of the case's specifics remained unclear Tuesday, including the potential for latent damage 
to the health of thousands of residents of the neighborhood near the fire and the culpability of the 
companies that shared blame for the accident. 


Ihe size ofthe verdict may be partly explained by the residents' anger at the storage of highly 
flammable and toxic chemicals in rail cars in their poor, largely black neighborhood where 
citizens have little money or political influence. Lawyers for the residents said they were victims 
of "environmental racism." 


Still, the $3.5 billion judgment, representing seven times the ultimate payout in 1989 from the 
lethal chemical explosion at Bhopal, India, stunned participants and independent analysts alike. 
To be sure, the Indian government originally sought $3 billion in compensation for more than 
3,000 deaths. 


Brent Barriere, one of a team of lawyers defending the five transportation companies in the case, 
called the verdict outrageous and said it was the result of a jury's riding a "runaway train." 


He said that the award bore no relationship to the actual damages borne by the 8,000 people 
temporarily evacuated from their homes 10 years ago when a tank car containing butadiene, a 
volatile chemical used to make synthetic rubber, began to leak and then burst into flames in a 
New Orleans rail yard. 


He noted that an earlier federal court suit against the same companies, stemming from the same 
accident, had awarded several plaintiffs an average of $500 in compensatory damages. "At most, 
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they suffered 36"ћош of inconvenience," Barriere said. "These numbers are a stunning abuse of 
the system." 


Referring to the railway companies, Wendell Gauthier, a New Orleans lawyer representing many 
of the class-action plaintiffs, asserted: "These scoundrels, they took the position that there's 
nobody back there worth caring about, they're all black, they're all poor and nobody cares about 
them. If it was your family out there, would you feel the verdict was outrageous?" 


To be sure, huge damage awards are frequently reduced by Judges or reversed on appeal. Legal 


experts predicted that this would happen in this case, as well. 


And the McDonald's hot-coffee case —- in which a jury awarded a woman scalded by a cup of 
carry-out coffee $2.7 million in punitive damages, later reduced to $640,000 -- established a 
pattern of corporate disregard for the potential dangers of its product. 


But in the Louisiana rail-car accident, the jury appears to have been motivated chiefly by urgings 
from plaintiffs' lawyers to "send a message" to the corporate defendants, rather than by a damage 
analysis. | 


Kimbra Whitney, one of the jurors, told reporters Monday that she had been persuaded by 


Gauthier's argument that the companies did not show adequate regard for the safety and comfort 
of residents. 


"Т felt the evidence showed they were unconcerned," she said. 


But lawyers who try to defend corporations and individuals against civil-damage suits said that 
such juries set an impossible standard for behavior. It is not enough, they said, to follow the law 


and exercise reasonable саге, companies must show proper "concern" for potential victims of 
their actions. 


"This case shows that our system has turned into the world's richest roulette wheel," said Victor 
E. Schwartz, a Washington liability lawyer specializing in defending corporations. "Even if this 
Judgment is lowered, it creates more litigation and more unreasonable settlements. There should 
be some limits based on conduct for how much is too much," he continued, to avoid "very bad 


On the other hand, Marc Galanter, director of the Institute for Le 


gal Studies at the University of 


Wisconsin, called the case interesting but not particularly significant. "Verdicts like this are very 
rare, and it's undoubtedly going to be reduced to a few million dollars by the judge," he said. "I 


don't think it really changes the overall picture of the system." 


The National Transportation Safety Board found that CSX Trans 


portation, a unit of CSX Corp., 


was not responsible for the leak that caused the chemical fire, but the jury nonetheless found the 
corporation liable because it owned the tracks on which the accident occurred. 


CSX, the largest company involved, was assessed $2.5 billion in 


punitive damages. An 


additional $1 billion in punitive damages was levied against Mitsui & Co., the shipper of the 


Corp. 


"This award is particularly puzzling if the jury agreed with the N 


TSB that CSX didn't cause the 


accident," Shapo said. "I can only surmise that the jury thought that they did in some Way 
contribute to the accident. I guess this is understandable as a desire to ехргез5 outrage and to 


punish." 


Although the Louisiana Legislature passed a law last year that all but eliminates punitive 
damages in civil suits as part of a broader tort-law revision package, this case was filed years 


before that law took effect, and thus was not subject to it. 


Ron Gomez, a former state lawmaker who advocated abolition of punitive damages and who 
now heads a group called Louisiana Citizens Against Lawsuit Abuse, said Monday's verdict 


showed that the civii-law system was "totally out of control." 
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p uring several fateful months 


in 1992-93, General Motors dismissed 


its chief executive and dropped thou- 
sands of employees. American Ex- 


-press forced out its top executives and 


reconstituted its board. Westinghouse 
pressed its chairman into early retire- 
ment and restructured top manage- 
ment. Sears cut employment, closed 
its catalog, and auctioned divisions. 
American Airlines, Bell Atlanuc, Digi- 
tal Equipment, СТЕ and other blue 
chip companies set about reengineer- 
ing their operations. 

The companies” announcements of 
these changes cited a host of disparate 
causes: Japanese competition, declin- 
ing sales, bloated payrolls, defaulted 
real estate, even management failures. 
So too had the announcements accom- 
panying an array of restructurings dur- 
ing the 1980s. To regain compeuuve- 
ness, Xerox and AT&T had slashed 
employment and improved quality. 
RIR Nabisco and Safeway Stores had 
gone private and tightened discipline. 

Taken in isolation, each company 
action seemed the product of a unique 
blend of problems. Chief executive 
Robert Stempel of GM, it was said, had 
failed to address the harsh market re- 
alities that enveloped this giant enter- 
prise. James Robinson of American 

had been unable to staunch 


` declining use of its flagship travel card: 


Раш Lego of Westinghouse could not 


extricate his company from massive 


losses, and Edward Brennan 

of Sears bad failed to fend off the Wal- 
Marts of the world. 

Another wave of executive dismiss- 

als in 1994-95 swept away the chair- 

man or chief executive of Bank of Bos- 


. ton, Kmart, Morrison Knudsen, Philip 


Morris, and W. R. Grace. Again, no 


two stories are quite the same. The first 
corporate chief had failed to find a 
merger parmer, the second had fallen 
short on a turnaround, the third had 
presided over a tailspin, the fourth had 
ienored tobacco problems, and the fifth 
had stayed too long. 

A different kind of wave in 1994- 
95 brought the breakup of ITT and 
AT&T and the mergers of Capital Cit- 
ies/ABC with the Walt Disney Cem- 
pany, of Turner Broadcasüng System 
with Time Warner, of CBS with 
Westinghouse Electric, and of Chase 
Manhatran with Chemical Banking. In 
the breakups, the parts were viewed as 
more valuable than the whole. In the 
mergers, the combimations were seen 


as bringing scale economies, product _ 


synergies, and global reach that the 
players could not achieve on their own. 

These 1990s events followed a de- 
cade that had already witnessed a vast 
remake of the corporate landscape. Of 
the country's five hundred largest 


manufacturers in 1980, one in three had | 


ceased to exist as an independent en- 
tity by 1990. The Forune 500 employ- 
ment rolls dropped from 16 million in 
1980 to 12 million by 1990. One-third 
of the Fortune 500 had received hos- 
tile ownership bids and two-thirds had 
established antitakeover defenses. The 
500 largest industrial firms had reduced 
their product diversity by half. 
` Taken separately, each event was 
driven by a unique combination of 
management personalities and busi- 


. ness challenges. Taken together, how- 


ever, the executive successions, com- 


pany fissures, and córporate fusions , 


point to a broader story. A common 


catalyst is to be found in accumulating | 


investor power. Several hundred in- 
stitutional shareholders — pension 
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«Фе ultimate 
foundation for tbe 


funds. bank trusts, in- 


cal muscle. Through buyout threars, 
proxy fights and quiet negotiations, in- 
vestors have mastered the art of pres- 
sure politics. The CEOs of GM, 
American Express, and Westinghouse 
were among the visible early victims, 
and their fall delivered a message to 
others. . . 

Even to those not on Wall Street or 
in the executive suite, understanding 
what is drivin ig the shareholder de- 
mands has become more than a matter 
of idle curiosity, as turbulence at the 
top filters down the ranks. Hourly 
employees feel а squeeze on their 


` wages; middle managers fee] a squeeze 
in their ranks. Wave upon wave of 


downsizing has already forced many 
into early retirement, while those 
Spared seek to make sense of a far more 
austere and demanding world, and to 
find the tools for managing and sur- 
viving within it. 

The pressures for greater share- 


| holder return are expressed by stock 
analysts, investment directors and fund | 
managers. They are further amplified 


by stock speculators, business writers 
and electronic networks. Bur the ulti- 
mate foundarion for the pressure is mil- 
lions of citizens who have accumulated 
wealth, even if only a Еше bit more 
than the home we live in and the auto- 
mobile we drive. Much of that wealth 
IS in our retirement accounts. Some 


а 


4 е Сару": 1996 Daecmesimp Inc. 


pressure zs militons 
surance firms, endow- gf citizens who have 





we have placed. in 
mutual funds. A’ 


ment funds arid money accumulated wealt р, fraction is tied up 
managers — built mas- ‘ ] in life insurance 
. sive stakes in the Even Jg only а little аа private endow- 
nation's enterprises Дур wore than the meus. Wherever it 
durine the 1970s and Ë | E z ga IS, we want to see 
early 1980s. In the OME WE LIVE IF ANA r row as fast and 
19905 they have the automobile we securely as pos- 
learned to convert their drive.” sible. 
newfound economic .- In placing our 
dominance into politi- wealth in the hands 


of institutional investors, we have un- 
intentionally unleashed а set of forces 
that is remaking American business. 
Money managers are telling companies 
that they must become more produc- 
tive, more effective, more competitive 
— generally not telling them how to 
do it — but just to do it A representa- 


tive of one of the nation’s largest in- 


vestment companies explained his 
firm's objective in 1995 to a select au- 
dience of American and international 


executives: “We dón't want to tell you 
how to run your company — we just 
want a well run company.” In some 
cases this has meant forcing executive 
change; in others, bust-ups; in stil] 
other situations, mérsers and acquisi- 
tions. К; 
The emergence of what I term “п. 
vestor capitalism" had found fertile 
ground in the aftermath of an earlier 
transformation of American business: 
the ascendance of managerial Capital- 
ism. During the century’s middle dec- 
ades, а managerial revolution put pro- 
fessional executives firmly in contol 
of many large, publicly traded сотра- 
nies. The scattering of stock among 
thousands of small owners had under- 
cut the capacity of shareholders to 


oversee their enterprises. Save the ос- : 


casional intrusion of federal regulation, 


executives enjoyed an era of nearly 
Continued on page 15 
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<. policy disclosed ` 


Should retirement 
be mandatory? > 


Out of-869 Fortune 1000 
companies, 319 
disclose a mandatory 
retirement policy for 
outside directors. 

The average mandatory 
retirement age is 70.6; 
the average for 
maximum years of 
Service is 12.6. 


Source: Directorship DataBank? 1996. Héports custom tailored to your requirements are avalar 
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unfettered authority. 

In recent years, however, the stock 
scattering reversed its course as реп- 
sion plans, investment companies, 
bank trusts and other institutional in- 
vestors acquired significant stakes in 
many corporations. Managerial domi- 
nance subsided, as a new set of oper- 
айпа principles restructured the bal- 
ance of power between those who own 
the companies and those who run them. 
Managers now report more, and inves- 


'tors listen better. Directors have ac- 


quired greater independence, manag- 
ers greater accountability. 

Large investors are by no means a 
unified bloc, and deep schisms divide 
the institutional field. Some investors 
trust management, others do not. Some 
hold their position and press for 
change; others sell their position and 
run for cover. Some champion activ- 
ism; others deplore it. Even among 
those who choose the former, little 
agreement exists on the optimal ap- 
proach. Some press for revolution; 


Directors recently named to Fortune 1000 corporate boards 


ee F r—a— ae 


Bindley Western Industries inc. — Thomas 
С. Slama, M.D., ҒА.СР., President and 
СЕО, National Infusion Services, inc. (NIS) 
and Clinical Professor of Medicine at the 
indiana University School of Medicine. 


Central and South West Corporation (CSW) 
— Jim Ellis, Chairman and СЕО, 


Circus Circus Enterprises Inc. — Glenn 
Schaeffer, President and CFO, Circus Си- | 


Colgate-Palmolve Co. — Richard J. Kogan, 
President and СЕО, Schering-Plough Corp. 


ЕЕ Lily & Co. — Charles E. Golden, for- 
телу Charman GM's British vehicle opera- 
tons, also named СРО at Lily. - 


Gateway 2000 inc. — Chase Carey, Char- 
man and СЕО, Fox Television and James Р.` 
McCann, President, 1-200-Flowers inc. 


СТЕ Corp: — Robert F. Daniel, Charman 
= United Technologies ` 


IMC Global Inc. (after acquisition of Vigoro 
eg PR o “post юна бас 
tgoro; Harold Н. MacKay, Managin 
Partner of a Canadian numum era 
outside board member, Vigoro; Rod F. 
Darnmeyer, President and СЕО, Great 
American Management & Investment inc., 
formerty outside board member, Vigoro; 
and Robert E. Fowler Jr., formerly Presi 


‘PepsiCo inc. — Ray 


dent and CEO, Vigoro. 


Kmart Corp. — Willam P. Weber, Vice Chair- 
man, Texas Instruments inc. š 


Liz Claiborne Inc. — Edeen H. Bedell, Vice 
President, Booz-Allen & Натийоп Inc. 


Mitchell Energy & Development Corp. — 
Constantine S. “Dino” Nicandros, retired 
Chairman, President and CEO, Сопосо Inc 


Niagara Mohawk Power Corp. — Anthorry Н. 
Gioia, Chairman and СЕО, Gioia Management. 


NorAm Energy Corp. — Bruce W. Wilkinson, 
retired Chairman and CEQ, TASS inc. 


Northrop Grumman Corp. — Phillip Frost, 
Chairman and CEO, Мах Corp. 


Officemax Inc. — James F. McCann, Presi- 
dent, 1-800-Flowers Inc. 
L Hunt, Chairman and ` 


СЕО, Hunt Od Co. and Chairman, CEO and 
President, Hunt Consolidated Inc. 


Undersecretary 

sury Dept. and Vice Chairman of Klingenstem, 
Fields & Co and Мат G. Clark, Chairman 
and СЕО, TIG Reinsurance Company. 

United States Surgical Corp. — Barry D. 
Romei, Executive VP and CFO, Xerox 

C 5 


Vulcan Materials Company — Donald М. 
Jarnes, President and COO of Vulcan Materi- 
als Company. 


WorldCom Inc. — Scott D. Sullivan, CFO and 
Secretary, WorldCom. 


others for reformation. 

Joint oversight of America’s large, 
publicly traded companies, however, 
has generated а host of fresh problerns. 
How can the parties govern together? 
When should each resist or change in 
response to pressures from the other? 
What 15 the impact of joint oversight 
on corporate performance? Will the 
short-term demons of Wall Street sabo- 
tage long-term company strategies? 
Can the stressed executive ranks de- 
liver the improved results demanded? 

The evolving conflict and collabo- 
ration between owners and manasers 
have gradually moved up to the gov- 
eming board. As investors and execu- 
tives have created a less hierarchical 
relationship, governing boards have 
become more engaged with both. The 
evolving rules have also reshaped man- 


agement. As investors have intensified | 
their demands for improved perfor- 


mance, executive security has lessened 
but compensation steepened. 

While the era of managerial capi- 
talism allowed executives considerable 
latitude in setting their own priorites, 
the era of investor capitalism does not 
Managerial capitalism permitted ех- 
ecutives to ignore their shareholders. 
Investor capitalism will not Money 
managers, in. short, аге changing ‘the 
face of corporate America. и 


Michael Useem is Professor of Man- 


agement at the Wharton School of the 
University of Pennsylvania. This ar- 
ticle is drawn from his just published 


book, Investor Capitalism: How 


Money Managers Are Changing the 


Face of Corporate America (Basic 


Books/Harper Collins, 800-331-3761). 
He is also the author of Executive De- 
fense: Shareholder Power and Corpo- 
rate Reorganization (Harvard Univer- 
sity Press, 1993). 
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facing a crop oftroubles ofits own 


HAT goes under the name of capital- 
ism varies a lot from country to coun- 
try, even among rich economics. A big dif- 
ference is in attitudes to public companies; 
in particular, in views about their duties 


and ilities beyond their obvious 
objective of producing goods or services. In 


America and Britain, а public company has 
traditionally had one overriding goal: to 
maximise returns to shareholders. In Japan 
and much of continental Europe, in con- 
that balance the interests of shareholders 
against those of other "stakeholders", nota- 
bly employees, but including also suppliers, 
customers and the wider “community”. 
The models of what are popularly 
known as shareholder and stakeholder cap- 
italism are each something of a caricature; 
but the caricature is not wildly misleading. 
It has become fashionable to set them 
against one another in a sort of capitalist 
beauty contest.-In America and Britain, 
many voices now assert that stakeholder 
capitalism is the more attractive. President 
Clinton and the Labour Party leader, Tony 
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Unhappy families 


| Despite being suddenly championed bythe Democrats in America and the La- 
· bour Party in Britain, stakeholder capitalism in both Germany and Japan is 


Blair, have both called on companies to be- 


have with greater social responsibility, Мг. 


Blair explicitly adopting the stakeholder tag. 
Robert Reich, the American labour secre- 
tary, who has written admiringly of German 


- and Japanese capitalism, recently suggested 


that firms which failed in their responsibil- 
ity to maintain jobs should pay extra taxes. 

In Britain, some businessmen have 
jumped on to the bandwagon. A report on 
"Tomorrow's , published by the 
Royal Society for the Arts in 1995 and spon- 
sored by firms such as Cadbury Schweppes, 
Guinness, Midland Electricity, Unipartand 
NatWest, asserted that “tose companies 


all their stakeholder relationships .. . in the 
and performance.” 

The oddity of such talk now is that, after 
two decades of relative underperformance, 
the American and British economies have 
for the past decade performed as well as or 


better than those of Japan and continental 


Europe. Moreover, the stakeholder version ` 


of capitalism that these evangelists seek so 
fervently to propagate has itself come under 
unprecedented strain. | 


Model economies Ра 
Several things differentiate stakeholder 
from shareholder capitalism. One is near 
lifetime employment, at least for a signifi- 
cant number of "core" workers. In Ger- 
many, the leading example of continental 
Europe's brand of stakeholder capitalism, 
this is. mainly a matter of convention, al- 
though employment law also makes laying 
off workers harder than in America or Brit- 
ain. For large redundancies, companies 
must adopt "social plans" to cushion the 
blow, as well as consulting works counals, 
which represent employees. Sometimes 
companies are forced to choase whom they 
sack on the basis of age and family situation 
rather than competence. 

Employees also participate directly in. 
German company management They are 
represented by law on “supervisory” boards 
(which oversee lower-üer management 
boards) ofall big public firms. In most firms 
shareholder representatives hold the bal- 
ance of power; though occasionally, as in 
Volkswagen, a car maker in which the state 
of Lower Saxony owns 16% of the shares, la- 
bour representatives do. But even when 
shareholders decide, the biggest are often 
banks, insurers or other firms that have 


~ broader interests in the firm (they may be 


creditors or suppliers, for example); they 
may not behave solely with shareholder in- 


In Japan, lifetime employment is more 


formal even than in Germany. Following a 
rigorous selection process, salarymen have 
traditionally been guaranteed jobs for life. 

The rest of the workforce (more than half of 
it, including most women) is less fortunate, 
likely to be on short-term contracts and at 
risk of being laid off whenever the economy 
slows. : | 

Customers and 
into 


compared with perhaps 40% in Germany— 
but less than 10% in America or Britain. The 


ers of Japanese. 
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dominantvoiceina German fm willoften pes = av =s = 


be а bank's; at the heart of every ketretsu, 
there is also a bank, which owns shares in 
each &rm in the group. Such banks may be a 
firm's leading lenders too. 

To their admirers such characteristics of 


‘German and Japanese systems confer on 


to take the time and trouble to invest in ac- 
quiring skills that are valuable within their 
firm, but may have only limited value out- 
side it. Workers with less job security have 
more of an incentive to acquire only the 
skills that increase their chances of lucrative 
Ku crus еее ксп єп 
ees in a firm's strategic decisio 


in Germany, also oki шу гаа . 


ative environment, and to ensure that when 
аал decisions such as job cuts have to be 
taken, they can be carried through with the 
support of labour as well as capital. 
Cross-shareholdinz: like those in Japan 
that bind customers s= i suppliers are also 
said to encourage invesunent. They allow 
better co-ordination of plans than would be 
possible for stand-alone shareholder firms. 
Such shareholdings are, moreover, regarded 


. as evidence of a long-term commitment be- 


tween the parties, which enables each to 
make investments that will pay off only af- 
ter several years, confident that they will not 
find that their customer or supplier has 
gone elsewhere. And the ability to make 
longterm investments, рагисшапу in re- 
search and development, is also said to be 
enhanced by the combined role of banks as 
both lenders and shareholders. 

Moreover, the commitment of share- 


© holders, and particularly banks, to a firm 


gives them a strong incentive to sort out 
problems as they arise, rather than, as in 
Britain or America, just selling their shares 
or accepting hostile takeovers, which are as 
rare 25 unicorns in Japan or Germany. The 
long+termism of banks is also claimed to 
make them a more reliablesource of finance 
than equity for small and medium-sized 
firms, which in stakeholder mythology are 
the most dynamic and innovative actors in 
an economy; such firms are more common 
in Germany, notably, than they are in 
Capitalism versus capitalism 
If believers in the benefits of stakeholder 
capitalism were right, you might expect its 
superiority over shareholder capitalism to 
be reflected in better economic perfor- 
ma a st свет ла 
geststhatitisnot. `. 

At first sight, admirers of stakeholding 
have an invincible case. The stakeholder 
models in Germany and Japan emerged 
during post-war reconstruction. Over the 
past 40 years, the average annual growth 


rate of Gpp per head has been 3.0% in Ger- 
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many and 55% in Japan, well above Bit- ` 


ain’s 20% and America's 17%. Measured in 
dollars and at market exchange rates, GDP 
per head in 1994 was $36,732 in Japan, 
$25,512 in America, $25,133 in Germany, 
an. only $17,465in Britain. ` 

These br sh numbers mask some 
big changes, however. Taking only the past 
30 years, growth of Japanese СПР per head 
was sull sprightly, averaging 4% a year, but 
the other countries have converged some- 


` what Germany 2.4%, and America and 


Britain 1.9% each. Over the past decade, the 
rates have been closer sull: Japan averages. 
25%, America 22%, Britain 2.0% and Ger- 
many 19% In 1995, America’s СОР per head 
grew by an estimated 3.3%, Britain's by 2.6%, 
Germany's by 21% and Japan's by 0.5%—al- 
though these differences owe a lot to Japan 
and Germany having gone into and come 
Qut of recession later. 

Other data are more intriguing still (see 
charts). Stakeholding is supposed to pro- 


duce higher investment. Japan has consis- 


tently invested a bigger proportion of its 
СОР than anywhere else, above 20% since 


—1960. Between 1960 and-1973, America.and 


Britain lagged behind Germany as well. 
Since then, however, the differences among 
these three countries have been tiny com- 
pared with the gap between all three and Ja- 
pan. In the 1980s, Britain invested more of 
its СРР than any country bar Japan, with 
America a close third, though German i in- 
vestment has since risen again. 

According to Britain's National Insti- 
tute of Economicand Social Research, man- 
Paci крк рея in tier: 
ica. In 1979, German productivity came 
сес иона Japan had sur- 
passed it. And whereas in 1979 manufact- 
uring productivity in Britain was half that 
of America, two-thirds of Germany's and 
three-quarters of Japan's, in 1993 it was over 
50% of that in Germany and was closing the 
gap with America and Japan. Between 1960 
anc 1973, average annual growth of manu- 
facturing productivity was 9.6% in Japan, 


. 5.7%1n Germany, 4.1% in Britain and33%in 





"| by business and 
enterprises, % of GDP 


sd 


YA 
МИШ 


sik. 


ња тү rasa Fa 4 
EI 


| 
Ë 


h i Prat т 


Lala и 


š 


жы ы AL Шы, 
dide кА; 


вр 
БИ ЕРЕ AL Y EARLE ad а а 
H ] J "3 
: ^ j ' 
È m Е [23 i 
| EET Бый н! k "ma n 
үнү дү” Мун үтү ү à 
TE пар ki | 
ulii "Nr [T] "ha PLU 
* 
a z 
ЫГ * Dx ~ 
E . 
" [TT 
x L P 4 
* a "ii." a VÑ Er: mas PLE я 
БНС АЧАРГА er 
= ~ патила ви а _ 
ить =. . ato ч 
= 1 ъ yt LESE + РА E 1 
жа > ача Fih arsa modi ete eet on Pe er ва КИЙ 
в А - : 1 
ë ры .. TT. ' рыз = 
h 
1 2 2 ENS -. _ Г 
"DE M 
1 : Hg d. I ' "lb 
ELS - r 3 
d A e L F 


| 


js 
VOD 


ME 
Е. 


Amezica;betweenl979and1994,itwas42* ` 


їп Japan, 4.0% in Britain, 25% in America 
and only 22% in Germany. · 
As for research and Заоа їп 


. 1993 America came within a wnisker of in- 


vesting as big a proportion of GDP in R&D 
as Japan. Both had raised Rap spending 
significantly over the previous- decade; 
whereas, as a share of GD, it had fallen in 
Germany. Although British spending on 
R&D sull lags behind Germany's, the gap is 
smaller than it was. 

A crunch test of stakeholder capitalism 
ought to be its effect on employment. As re- 
cently as 1981, the stakeholder model 
seemed clearly superior. Japan had an ип- 
employment rate of only 22% and Ger- 
many 4.5%, compared with 7.6% in America 
and 83% in Britain. Japan stills scores well, 
with an unemployment rate of 3.1% at the 
end of 1995—although, as discussed below, 
thus looks less good оп closer inspection. 
However, America (56%) and Britain 
(8.0%), now both outperform Germany 
(9.9%). True, Germany has had to accommo- 
date millions of workers from the east fol- 


lowing unification; but even in western- — 


Germany unemployment is now higher 
than in America or Britain. 

The overall impression from these fig- 
ures is that the stakeholder economies, most 
notably Japan, certainly 


outperformed the 
shareholder ones in the first few decades af- · 


ter the war; but that the gap has narrowed 
significantly in the past 20 years or so. And 
in the past decade, the shareholder models 


when put under macroeconomic hee 
Did the superior performance of these econ- 
omies actually stem from factors that had 


nothing to do with stakeholding; such as a. у 


тик fTIONMONMIZTTEBRRUAZETIOTUM ie 


huge i injection of fresh capital m fac- 
tories after the war, and a better-educated 
workforce? 

None of these questions is easily an- 
swered. But there is one more significant 
piece of evidence which suggests that the 
.Stakeholding model may no longer be as al- 
luring as its fans їп America and Britain 
clairn:it is under serious attack at home. . 


Abad case of the Benz 


In Germany, the commitment to stake- 
holder capitalism has been taking a beating 
in recent years for two related reasons: Ger- 
many’s high costs of production, caused 
mainly by high labour costs and a strong D- 
mark, and the pressure to internationalise 
both production and.the raising of capital. 
German companies have slashed their 
workforces to cope with recession. Compe- 
tition from abroad continues to discourage 
employment within Germany and encour- 
age a build-up of production outside it.. 

For example, Daimler-Benz, Germany’s 
biggest industrial company, has shed 
70,000 jobs (though its profitable car maker, 
Mercedes, is now hiring again). Grundig, a 
consumer electronics firm, has just an- 
nounced 3,000 job losses. Deutsche 
Telekom plans to lose 60,000 jobs to help 
ready itself for privatisation. The German 
employers’ federation thinks that, overall, 
as many as 300,000 jobs have migrated 
abroad in the past five years. 

There is growing political pressure to 
change employment law to make the Ger- 
man labour market more flexible. German 
firms are grumbling about the high social 
costs that have helped to make employment 
costs so high, notwithstanding German ofh- 
cial enthusiasm for the European Union’s 
social chapter, which will spread those costs 
to the rest of Europe. And it is dawning on 
most firms that an increasingly global capi- 
tal market may be more demanding than 
traditional German capital suppliers. Com- 
panies such as Daimler and vena, an en- 
ergy, telecoms and chemicals group, are ac- 
tively promoting the virtues of shareholder 
value. VEBA’s chemicals arm has shed a 
quarter of its workforce and sold or closed 
two dozen di 

Daimler's decision to list its shares on 
the New York Stock Exchange in 1993 was 
significant. Part of the price for that was to 
report its profits under accounting stan- 
dards similar to America’s. These have re- 
vealed hefty losses that traditional German 
accounts could largely have disguised, most 
recently of DM6 billion in 1995—the biggest 


peacetime loss ofany German firm. This has 


created pressure for dramatic changes to 
boast efficiency. The firm has abandoned 
its policy of diversifying into everything. 
. Jurgen Schrempp, its chairman, has said 
that “profitability; must take precedence 
Over revenues”; (0 prove it he recently 
pulled the plug: on Fokker, Daimler's loss- 
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. less job security. Nippon Steel 


making aircraft subsidiary in Holland. 

The German pattern of single dominant 
Shareholders is also changing. Deutsche 
Bank has allowed its holding in Daimler to 
fall to 25%. Commerzbank has sold some of 
its long-term shareholdings. All German in- 
vestors are now obliged to reveal details of 
shareholdings bigger than 5% in a company; 
transparency can encourage divestment. 

In Japan as well the stakeholder model 
has come under pressure. Some ketretsu 
may have begun to unravel; under financial 
pressure, some partners have recently 
started to sell their cross-shareholdings. 
And the lifetirne employment of core work- 
ers is increasingly under threat. Firms have 
Started to export jobs abroad in response to 
the strong yen and to fears of protectionist 


measures against goods made in Japan. A - 


survey in 1994 for the Nihon Keimi 
Skunbun, Japan's leading business daily, 
revealed that-59*; of manufacturers in- 
tended to increase overseas production. The 
Nomura Research Institute predicts that, by 
1998, almost 40% of the production of Ja- 
pan’s five major electronics groups will be 
offshore. 

Advocates of shareholder capitalism 
have also risen up in Japan. Some Japanese 
companies, led by the Mitsubishi Corpora- 
tion, its biggest general trading company, 
are switching their focus to return on equity 
to bolster financial discipline. This will be- 
come тоге common as pressures grow on 
the pension system, which has until now ac- 


cepted low returns on shares in Japanese. 


firms. The ageing of the Japanese popula- 
поп 5 likely to create a huge demand for 
cash from the pension system, which will be 
forthcoming only if firms pay higher divi- 
dends. A recent attempt by Japanese insur- 
ers to lower payouts to pension funds was 
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has said that 70% of its growth in profits this 
year will come from such shifts. it is now 
possible to find male managers serving cof- 
fee in firms such as Honda, in place o£ the 
usual office ladies. 

Above all, Japanese firms are redefining 
“lifetime employment”; pointing out that it 


applied only toa proportion ofworkers and 
whitding 


down that proportion as much as 
they can. Japanese banks have introduced a 
system of “up or out”: those who do not 
make the grade by the age of 40 are sent to 
run local banks. Toyota has moved some 50- 
year-old managers from supervisory jobs to 
“individual work". More desperate firms 
are introducing “voluntary” early retire- 
ment - 
Official Japanese unemplcyment i is ris- 


Ang, if slowly. Some big companies are get- 


üng tougher with their subcontractors. A 
government survey of nearly 1,250 subcon- 
tractors found that more than two-thirds 


had been pressed to cut their prices. (Тһе. 


Japanese have a name for the trend: 
е tune, or “subcontractor bully- 
ing".) Small and medium-sized businesses 
shed nearly 2m jobs in 1989-94, with many 
businesses going under. There is a growing 
belief in the country that the shake-out of 


- jobs has barely begun. If the definition of 


unemployment were expanded to include 
those willing to work but not actively look- 


ing for a job, therate might riseimmediately | 


to 9%—and it looks like going higher still. 
The changes in German and Japanese 
economic performance, together with the 
switch of emphasis towards shareholder 
value that many of their firms have made, 
should give pause for thought to Anglo- 
American advocates of stakeholder capital- 
ism. It would be deliciously, if sadly, ironic, 
were Britain and America to shift towards a 


met with a threat to shift pension money со - model just as И was about to be abandoned 
by tts Inventors. 


foreign fund managers. 

Japanese companies are 
still bending over backwards 
to protect lifetime employ- 
ment, however. The first peo- 
ple to bear the brunt of hard 
times are always women and 
part-imers, and potential re- 
cruits. The graduate unem- 
ployment rate, which has 
risen from 6% in 1992 to 14% 
last year, is one of the highest 
in the OECD. But many firms 
are beginning to get tougher 
on lifetime employees. 

For нана з NIT, Japan's 
telecoms giant, announced in 
November plans to shed 
45,000 jobs, a quarter of its 
workforce. Nissan, a саг 
maker, 15 to lay off 7,000 work- 
ers. Many firms are moving 
staffto parts ofthe business, or 
to affiliates, where they have 
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EUROPEAN BUSINESS 


Le Défi Américain, again 


The American way of business is winning converts im continental Europe . 


Tunas Daimler-Benzhas 
listed its shares in New York, adopted 
American accounting standards, sold loss- 


making subsidiaries and offered its execu- 


tives bonuses linked to Ev! share-price. 
Managerial performance to be mea- 
sured by a complicated formula unknown 
outside the company. The frm has now ге- 
placed that with the shareholder-&iendly 
aim of increasing return on equity. 

It is а well-known story but one that 
bears further scrutiny. Daimler is not only 
Germany's largest conglomerate. It has also 


"been, for many years, an exemplar of a spe 


cifically European way of conducting busi- 
ness. Daimler is connected to Germany's 
biggest bank (Deutsche Bank owns 24% of 


"Daimler) and to large firms (Daimler owns 
“7% of Metallgesellschaft, a troubled com- 


moditytrader). The European system tends 
to blur distinctions of ownership through a 
complex system of cross-holdings апа en- 
courages long-term relations between the 
suppliers and managers of capital It also 
gives more power to "stakeholders", espe- 
cally workers, than in America: Daimlers 
workers—as in all large German firms— 
havehalfthe seats on the supervisory board 
(which hires and fires the managers) and 
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run a works council which takes 


some of the features of an Ameri- 
can firm. Is that because it 15 а 
special case, forced to.change by 
the scale of its losses-DM 57 bil- 
lion ($3.98 billion) in 1995? Or is 
Daimler 5911 a symbol of Euro- 
pean business—but this time as 
an early adopter of new manage- 
ment techniques, closer to the 
American model, with its share- 
holder values, opportunistic 
ways of raising capital and hos- 
tile takeovers? 


Busted trust 

To work out the answer, begin by 
considering exactly what 
distinguishes European business 
practices from American ones. 
Differences exist at many levels, 
of course, from the treatment of stakehold- 
ers to tax rates, state ownership, thestrength 
of unicns, and the tendency of European 
countries to draw р managers ‘from 
groups of people who all know one other. 
But at the heart of the difference is the issue 
of trust—the trust between those who sup- 


firms are different, but no less personal 


banks, insurers aad industrial compa- 
nies—what Jéróme Monod, head of Lyon- 


_ naise des Eaux, a conglomerate, recently 





AX 
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disparaged as “statist шессапо”. The sys- 
tem depends upon an elite group of like- 
minded managers. Most were educated at. 
the same schools and universities—notably 
the Ecole Nationale dAdministation 
(ЕМА); many polished up their political ties 
byspending a year ortwo in some ministry. 
Italy has a somewhat similar business elite 
called thesalottobuono. .. 

This system is quite different Кога that 


ica. Markets have different ways 
of establishing who deserves 
` trust Anonymous lenders and 
shareholders cannot have seats 
7 on the board. They did not go to 
school with the chairman. In- 
stead, they look for public guar- 
antees of good behaviour, ex- 
pressed іп published accounts 
and stockmarket performance - 

То many Europeans the 
American system is not a difier- 
ent way of establishing trust, to 
them, it discourages trust alto- 
gether  ArmsJength banking, 
shareholders’ nights, hostile take- 
overs, op istic behaviour of 
ali kinds—these go hand in hand, 
say critics, with the devi-take-the- 
= ` hindmost attitude to stakehold- 


spare This attitude may be 
tolerable in фе freewheeling 
United States, they argue, but it is funda- 
mentally at odds with Europe's norms of 
social cohesion. 


ployment, many. 
main proud of a Bhd d of capitalism diem that 
for decades seemed to offer bath prosperity 





which operates in more liberal ` 
market economies, such as Amer- _ 
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EUROPEAN BUSINESS - - 
two systems, in ап open 





trading environ- 
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ment both have to be judged by their long Anglo-Saxon Spec 

run ability to produce decent retums on in- a lisse ае с 

vestment. Europe is failing this test. pem да Q m 

The cost of failure 

Research by Francois Langlade-Demoyen 

and David Asserkoff, of Credit Suisse First 

Boston, a Swiss-owned investment 

shows that profit margins before tax and 

provisions, and net profits measured 

against shareholders’ funds (the return on 

equity), have both been consistently lower ll 

among European firms than among Amer | i 

ican ones. The return on equityinGerman F па Bey lin war | 
companies in 1994 was only 7.4%, halfthat ` | 

їп American firms. The two researchers be- small, even symbolic stakes give bankers or 
lieve that on average European firms prof founding families а great deal of say in the 
its do not even pay for the Capital invested management of firms, it often impossible 
inthebusiness ^. to get outsiders in to invest. 

Part of the explanation for this low Worst of all, poor financial discipline 
profitability is that European firms do not has sometimes undermined European 
make good use of their Capital. A recent firms’ supposed strength in long-term plan- 
study by the McKinsey Global Insutute a ning A drift into property just before the 
management consultancy's think-tank, booming marker collapsed in 1990 cost 
found thatbetween 1990 and 1993 German ` -French banks and insurers up to $100 bil- 


business generated a third less output from 
each unit of capital than American firms 
did. The return on capital between 1974 
and1993was Only justover7% in Germany, 
compared with 9% in America. 
. Pethaps, you might think, this mediocre 
ce does not matter. Labour pro- 
of L8% a year since 1979, twice the Ameri- 
can rate. And 
have not been 


lion. The dream of becoming “an inte 
grated technology business” led Daimler 
into ill-advised expansion, absorbing Dor- 
nierand Fokker, two aerospace firms. It has 
recently sold both. 


day mismanagement and Strategic errors. 
But Europeseems tohave had more than its 
share. Ни 
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failing in their own terms. 

For years, German firms proved adept 
at making the continuous incremental im- 
Provements needed to succeed in high- 
value, high price metal-bashing. But Ger- 
many's engineering perfectionism is 
coming under threat According to research 










skills of step-by- 
Step improvernent have been rendered ob- 


businesses; such aS" X-ray 
: ' = 






parison with American ones. Only two of 
the top 2o Software-firms are European. 
Staid bankers are Suspicious of revolution- 
ary ideas. Venture capitalists have no oneto 


`. placed under judicial 
° before a trial E a handful 


` It is bad 






examination (а step 
fore z have Been found 
‘guilty; in a poll of businessmen las: year, 
60% of respondents said they thought cor- 
ruption was rife in France. 


Thecostofcapital - ... | 
enough for the European System 


that it is no longer producing the £oods. 
Thatalone would force it to change What is 


worse is that the traditional system based 
between bo 


ment bank, says 
ceatly borrowed at rates well 
ihe interest rate banks 


drugs firm, admitted to his board in April, 
as i£ 1t 
might break up: many no longer wanted to 
522 their capital tied Up in what was for 
them a peripheral business. 

With a big price advantage, capital mar- 
kets have grown fast. Partly because of pri- 
vausations, more money is tied upin most 
European ets as a share of cpp 

ough in most coun- 

small compared 

(see chart). In 
pani 


Europe. Between 1990 
and 1994, it more than doubled to 22% in 
Sweden, rose from 15% to 25% in France 
and reached almost 20% from nothing in 
Germany. Foreigners—including, say, Ger- 
mans in France—are especi on 
American values: they are less likely to buy 
on the strength ofa local reputation, feel at 
risk in places where a nod and a wink are 
the principles of i t and have less - 
to lose by kicking up a fuss. 

. No less i | 












with people. Consultancies and invest- 
ment banks are either opening branches in. 
continental Europe or : i 
from New York or London. Take Mercer - 
Management Consulting, ‘ап American 
firm. It opened its first office in London in 


. 1984; now it has 250 consultants in Paris, 


THE ECONOMIST JULY 13TH 1994 


"n 


ARE RHET MES RA 
~ Е 


Munich апа Madrid Accord- . 
ing to Jean Estin, Mercer's Eu- 
ropean head, all the internz- 
tional management consul- 
tants are associated with 
American business culture. 
But American capitalism is 





area way of ensuring they аге. 
 Sharé-option schemes аге 
well established im some 
countries, including France, 
where they are often exploited 
to avoid high rates of incorne 
тах. In Germany, which has 


not being spread by word of been slow to adopt the idea 
mouth. It is being sold. wa (partly because high capital- 

M gains tax discourages them) 
Thefrstsigns — | Deutsche Bank and Daimier- 
The combination of falling Benz recently received share- 
profitability and the big holder approval for share-op- 
growth in capitalmarket im- tion schemes which will be 
struments has been deadly for introduced later this year. Sie- 
the traditional way of doing mens and Veba are consider- 
business in Europe. Managers ing similar plans; so is Deut- 


realise they need to change | 

and have the opportunity to до it Hence 

• Listing in New York This is the clearest 
sign of a firm's conversion to American 
ways. Daimler was one of the most spec- 
tacular, Бит other European firms, such as 
Astra, a Swedish drugs company, and 
Nokia, a Finnish telecoms group, have fol- 
lowed. Deutsche Telekom plans to make a 
listing after it is privatised in November. 

° Companies set themselves explicit profit 
targets. Typical is Commerzbank, Germa- 


ny’s third largest, or Lyonnaise des Eaux - 


Both have pledged to earn a return on еф“ 
uity equal to 15% and 10-15% respectively. 
And once a firm has made such а commit- 
ment to shareholder value, a cascade of 
changes follows: taking on part of the creed 
usually means taking on the lot. 

e Financial manoeuvres sometimes dis- 
missed as gimmicks by continental capital- 
ists start to make goou sense One way to 
meet the target is for a firm to buy its own 
shares, something that promises to become 


‚ more common as laws change in Europe. 


in November the Swedish government will 
publish a white paper likely to suggest that 
the law allow firms to buy back their shares. 
e Restructuring. On June 24th Chargeurs, a 
French conglomerate, split Pathé, its media 
arm, from the rest of its business in textiles. 
This is characteristic of a fad for breaking 
up conglomerates to please shareholders. 
Portugal's Sonae will next year separate 15 
wood-products business from retailing. 
Paribas, a French investment bank, has be- 
gun to sell off some of its holdings, includ- 
ing a controlling share in Poliet, a building- 
materials group. Sweden's Volvo, which 
had a sprawling empire including firms 
making drugs and matches, has dedicated 


itself to vehicles and construction equip- - 


ment. All in all, according to ЈР Morgan, 
large companies worth over $89 billion 
were involved in mergers or acquisitions in 
Europe in the first three months of 1996—a 


` quarterly record. 


» Share options. Managers are more likely 
to renounce empire-building and concen- 
trate on profits if their interests are aligned 
with those of shareholders: share options 
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sche Telekom, once it is 
privatised. Such schemes, however, are 
sometimes introduced in the teeth of oppo- 
sition. Some existing shareholders suspect 
that the terms ofthe deals will betoo gener- 
ous to managers: they have pointed out 
that the options planned for Deutsche 
Bank's managers will bear fruitifthe bank's 
share price beats its current level by 10% at 
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any point over the next ten years—a 1% an- 


" nual retum is hardly a daunting challenge. 


Unions object, too: IG Metall, Germany's 
largest union, thinks that, by widening the 
gap between bosses’ and workers’ income, 
share options undermine their country’s 
egalitarian pay regime and hurtemployees’ 
and companies’ longterm interests. 

• Corporate governance. This has become 
а buzzword in Europe to rein in exces- 
sively powerful bosses. A committee set up 
by the Amsterdam stock exchange will soon 


report on how better to enforce corporate . 


yernance in the Netherlands. In France, 
the Viénot report, named after Marc 
Vienot, the head of Société Générale, rec- 
ommends that executives be more closely 
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"monitored by limiting the. number of : 


boards that non-executive directors may sit ` 


` on (the hope is that this will increase non- 


executive vigilance). 

• Shareholder activism. Of course manag- 
ers might still abuse their powers. But at 
least they will have more militant share- 


` holders to deal with—often with oficial en- 
` couragement (in France, the ћпапаајнпаг- 


kets regulator is encouraging fund 
managers to use their votes).In one recent 


сазе, Banque Nationale de Paris (ВМР) 


agreed to buy out minority shareholders in 
a listed subsidiary, called Compagnie 
d'Invesussernents de Paris, which bad been 
trading ata large discount to the value of its 
assets. BNP was responding to pressure 


from ssc Warburg, an investment bank, · 


and Franklin Global Investor Services, a 
French firm that advises shareholders how 
to take on managers. Once Warburg had 
taken the first step, French fund. managers 
followed. Astonishingly, even BNF's own 
investment funds were ready to vote 
against their parent bank. | 
Shareholders аге restive even in Сег- 


- many, where there is a long tradition of 


obedience. This is thanks partly to the tire- 
less efforts of Ekkehard Wenger, a professor 
ofeconomics at the University of Wurzburg 
who has been badgering executives at an- 
nual general meetings since 1987. The 
country now has an organisation called the 
Association of Critical Shareholders, which 
led the attack on Deutsche Bank's share-op- 
tons scherrie. Such groups may alarm mam 
agers but they are really a sign of progress. 


The revolution to come 

To listen to the cries of anguish in Europe, 
American capitalism is about to bring 
about the collapse of civilised business as 


- we know it Certainly, it could impose 


painful restructuring on companies, which 
would be no bad thing. The virtual bank- 
zuptcies of Air France and scr, the French 
national railway, show that to delay 
restructuring often merely makes a bad 
company worse. 
But fears about rampaging Americans 
are somewhat exaggerated The greatest 
spur to shareholder values in Europe will 
be the creation of millions of individual. 
European shareholders, and that will occur 
over the next decade or so with the growth 
of funded pensions. Meanwhile, French 
firms, for example, do not even have to say 
whether they are complying with Mr 
Viénots. suggestions. Rules may not be 
what they seem. French remuneration com- 
mittees are sometimes there simply to keep 
the chief executive's salary secret from the 
unions representative on the board. 
Measured against American standards, 
European firms have a long way to go. That 


is the best reason to think that the changes 


-will continue. 
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" Note on Duties and Liabilities Facing Corporate Managers 


by Professor Dennis Yao 


| Duties of Corporate Officers | 
Duties of obedience, diligence, and loyalty аге for the most part judicially imposed. State and Fed 


statute supplement the common law by imposing liability on directors and officers for specific acts 
(e.g., Food Drug and Cosmetic Act), but the common law still remains the most significant 


sources of duties. 
Duty of Obedience: must act within their respective authority. 


Fors any ore resulting to the corporation from unauthorized acts held strictly liable 
in some jurisdictions and liable in others only if intentionally and negligently exceeded their 


authority. 
Duty of Diligence: must exercise ordinary care and prets, 


In good faith, with the care an ordinarily prudent person in a like position would exercise 
under similar circumstances, and 1 in a manner the person reasonably believes to be m the best 


interests of the corporation. 


p rely on others, but re supervision is required; will be held liable for losses 
resulting from an employees carelessness, theft, or embezzlement ifknew or guai have 
known or suspected that such losses were being incurred 


Duty of Loyalty (fiduciary duty): subordination of self-interest to the interest of the peson ог 
persons to whom the duty is owed. 


Full disclosure to the corporation of financial interest with any contract or transaction to 
which the corporation is a party; 


Must not take advantage of opportunities to advance — interest at expense ofthe 
corporation 


Business Judgment Rule: the courts will not substitute their judgment for that of the board's or 
officer's Е 

Precludes imposing liability on the directors or officers for honest mistakes in 

judgment; 

Must be informed decision, vikoa conflict of interest, and have a rational basis 


== 


Note: a "duty" is a legal obligation 
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Direct and Vicarious Liability of Corporate Managers 


Direct Liability of Managers | 

In general, the corporate form insulates managers from contractual obligations of the 
firm, but does not insulate managers from illegal actions committed (or ^ authorized) by the 
manager acting as an agent of the firm. | š 


Vicarious Liability of Non-participating Managers 

In a limited class of situations, a manager can have criminal liability for actions of their 
employees. These situations are typically specified in specific statues (e.g. Food and Drug and 
Cosmetic Act). 


Neither knowledge or intent is necessary in some cases. Such "strictliability" setünəs 
(e.g. crimes шуа adulterated food) typically involve activities affecting public welfare. · 


In other settings (e.g. environmental crimes), some knowledge or negligence i Is required, 


-though prosecutors have sometimes tried to get courts to find liability even in the absence ле 


knowledge. 


Managers may also be liable for civil (noncriminal) violations caused by their 
es 


Failure of adequate supervision can result in civil liability leading to fines and nie 
of work within the industry. 


Гог example, Section 15b of the Securities and Exchange Commission Act authorizes SEC 


_ to impose sanctions on managers who supervise broker-dealers. Managers have also been held 


personally liable under antidiscrimination laws. 


In th. last 30 years there has been an increase in the U.S. in the number of activities where 
managers must be concerned about liability for the actions of their subordinates. 
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A CONTENTIOUS ISSUE? 


Margaret М. Blair is a research associate in the Brookings Economic Studies program. 
She is the author of Ownership and Control: 


What's at Stake in the Corporate Governance Debates? (Brookings, forthcoming). 


OF THE MANY CONTROVERSIAL ISSUES SURROUNDING THE 
performance of U.S. corporations in recent years, executive compensation—how and 
how much top corporate executives аге paid—-has become one of the most visible and 
ропасаПу contentious. Every spring, the business press headlines the salaries, bonuses, 
and stock awards of the most highly paid chief executive officers, along with analyses of 
how well their companies did and much tongue clucking about whether they could pos- 
sibly be worth that much. Numerous commissions and consultants have done studies in 
the past few years about how executives are paid arid have produced dozens of recom- 
mendations about how compensation schemes should be reformed. In the fall of 1992, 
the Securities and Exchange Commission tightened its reporting requirements so that 
public companies must now provide more detail about how much their executives are 
paid and how pay packages are determined. And the budget bill passed by Congress and 
signed into law by President Clinton this summer provides tax penalties under certain 
circumstances for companies that pay their executives more than 51 million a year. 


WHY HAS THIS ISSUE GENERATED 50. ‘MUCH CONTROVERSY? 
Clearly the answer has partly.to do with the sheet size ОЁ executive pay packages. Before 
the mid-1980s, it was almost unheard of for an executive of a nonfinancial publicly traded 
company to be paid more than $10 million in а single year, and even $5 million years were 
rare. Lately, however, annual compensation ‘packages of that scale have become common- 
place. According to data assembled from Business Week magazine surveys, and covering 
about 250 companies а year, there have be ‘been at least 227 instances since 1987 in which a 
corporate executive made more than $5 $5 million ina given year, and 77 cases in which an 


executive made more than $10 million. Total compensation topped $20 million for 13 ex- 
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Figure |. Comparative Median Pay Packages, 


Ш CEO 


1983-92 


| ecudves in 1992 with 3 exceeding $60 million, T 


penalties tke effect. 


But huge incomes, even such extraordinary оле. 
пос automatically lghmi 


believe that those who received the big paychec 
earned them in some way. Thus both def | 
ics of the huge compensation Packages awarded ma; 
corporate executives in recent years agree thar it is ir 
portant to separate the executive pay Controversy inr 


Comparable data on Japanese and German execu- . 
d measurement problems plague any 
effort to gather them: But various writers on Japanese 


Week sample that year, 

Another study by John Abowd of Cornell and 
Michael Ворпаппо 2: Тетрје University compared 
the total compensation of the typi 
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THE SECOND PART OF THE EXECUTIVE 
compensadon controversy has to do with how com- 
pensation is determined. [5 ic relaced со the perfor- 
mance of the company, and if so, what measures ОЁ 


: *, performance are used? Whar measures of performance 


should be used? Many have drgued chat if pay were 
firmly tied co performance, the level of pay that results 
would cease being an issue. Who could complain 
about a CEO earning 550 million as long as chat CEO 
was helping со creare wealth for many other people 
Мопе che way? The widespread ассерсапсе of this be- 
liet led lawmakers to make an exception in last sum- 
тег 5 budget bill thar imposes mx penales on com- 
panies that рау “excessive” compensation. The 
penalaes are not applied if the pav is shown to be di- 
rectly ded со a quantitiable measure of the company's 
performance that is sec in advance and approved by 
the shareholders. 

But it is a myth that linking CEO pay to corporate 
performance will completely defuse che controversy. 
over executive compensation. Executive pay is already 
ded strongly to performance. Most of the headline- 
making paychecks of the past few years are the result 
of changes made in the 19805 in the wav executives 
are paid—changes that have tied pay packages much 
more dghdv co the performance of the stock prices of 
the companies these executives managed. 

Figure 2 breaks average CEO compensation into 
two parts, the first of which is the sum of salary and 
bonus. Salary is typically not linked tightly co any 
measure of performance, while bonuses varv depend- 
ing on whether che company meets performance tar- 
gets that may be based on internal measures of growth 

ır гасе of return or may be very vaguely defined. The 

salarv-and-bonus part of executive compensation has 
grown over the past 12 vears in real terms for the av- 
erage CEO, but not nearly as much as the second part, 
“long-term compensation.” From 1983 to 1992, long- 
term compensation grew from an average of 34 рег- 
cent of toral CEO compensation to an average of 68 
percent. For pay packages that exceed S5 million in a 
given year, the largest part is nearly always due со 
long-term compensation, which nearly always means 
stock options that the executive has exercised. 

Stock options give the executive the right to buy 
the company’s stock at a given “strike” price at some 
point in the future. Suppose a company whose stock 
was selling for 550 in 1988 granted its CEO an option 
that year on 100,000 shares of company stock with a 
strike price of S30 and an exercise date in 1993. If che 
stock price of the company rises to $75 by the exercise 
date, the Corporate executive can ас that time exercise 
his option and realize an immediate gain of $25 mil- 
lion. Of course, if the company's stock price is only 
545 by 1993, the execuüve receives no gain. But he 
also loses nothing since he had пос actually purchased 
the stock when it was priced at 550. Thus stock ордоп 
awards give executives a virtually unlimited potencial 
for gain if stock prices rise, but inflict no penalty if 
stack prices fall. 

Under current accountng rules, option grants are 
лос reported as a cost to a company, nor as income to 

је executive, in the year they are granted. Instead, 
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they аге reported when they are exercised. Ac that 
time, the difference becween the strike price and the 
exercise price is treated as taxable income to the ex- 
ecutive, and is deducuble for tax purposes to the com- 
pany, even though the company sull recognizes no as- 
sociated expense on its income statement. These 
accounting rules are under review, bur they have not 
yet been revised. Thus high levels of reported long- 
term compensation for CEOs in a given year gener- 
ally reflect gains on орпоп that may have accrued 
over anywhere from one to ten prior years. 

Just because CEOs are paid with stock options 
doesn't necessarily mean that their pay is tied to 
stock performance. Every critic has his or her fa- 
vorite horror stories about CEOs who control or 


manipulate the compensation decision process, for 


example, or companies that have "repriced" their 
options so that their CEOs make money even when 
their stock prices fall. And compensation expers 
have argued at length about whether the many stock 
options awarded corporate executives in the 1980s 
were well designed for the purpose of focusing ex- 
ecutive attention on stock performance. Вис focus- 
ing on abuses of the stock option mechanism ob- 
scures the significant transformation that the stock 
option revolution of the past decade represents in the 
accepted wisdom about what corporate ехесипуеѕ 
should be rewarded for. Abowd and Bognanno’s dara 
suggest that this change in the way CEOs are paid 


has not taken place in other industrialized coun- 


tries—CEO pay in both Japan and Germany in par- 
ticular includes no “long-term compensation”— 


though it is beginning to happen in Canada, France, 


and the United Kingdom. 


THESE CHANGES ARE PART OF A BROAD 
shift, both in corporate governance and in the way 
capital markets function, that occurred during the 
1980s and that raised the returns required by the finan- 
cial markets and gave U.S. investors more of the tools 
and the clout they need to enforce higher recurns. 

The 19805 was a unique decade in the history of U.S. 
corporations. Companies engaged in an unprecedented 
flurry of financing and control transactions. Some 
S250 billion worth of publicly traded companies— 
about 480 whole companies and another 560 sub- 
sidiaries or divisions—were taken private in buyouts 
from 1979 through 1989. And hundreds of companies 
that did not go private issued junk bonds to refinance 
themselves and buy back their own equity. In all, 
more than $640 billion worth of equity was removed 
from publicly traded status. Many companies were 
thereby “restructured,” some voluntarily, and some 
out of fear of, or їп response to the threat of, takeover. 
In many cases the restructuring forced these compa- 
nies to increase the return they were providing to 
their investors—by selling off assets to pay back the 
debt, or cutting back on investments, or Ughtening up 
on operations, or reducing the amount they were 
paying in, taxes. 

Why were companies doing this, and what does it 
have to do with the flap over CEO pay today? Again, 
the explanation lies in corporate developments during, 


che 1980s. For 30 years after World War II, U.S. сог- 
poradons in general, and che manufacturing sector in 
particular, generated enormous surpluses. Gross re- 
turns to capital greatly exceeded the cost of capital, 
enabling most large companies to satisfy the demands 
of their investors and still have plenty of cash left over `. 
со pay rising wages and invest in growth. 

Executive compensation was typically determined 
very differently from the way it is determined today. 
Salary and bonus made up a much larger share of total 
compensation for CEOs in those aays. Salaries were 
generally а function of how large the company was, 
while bonuses were often based on how fast the com- 
pany was growing. Many executives of that репега- 
con thought that making their companies grow was 
a central part of their job, and success at growth was 
taken as proof that they were doing their job well. As 
long as the returns to capital in their businesses greatly 
exceeded the cost of capital, growth was also consis- 
tenc with what shareholders wanted. 

In the 1980s, this logic was turned on its head. Re- 
turns to capital in the corporate sector, which had 
been trending downward throughout the postwar pe- 
riod, collapsed to 2 postwar low during the recession 
of 1982. Meanwhile, real, inflation-adjusted interest 
rates shot up со unprecedented highs in the early 
1980s, pushing the cost of capital up to new highs as 
well. Figure 3 illustrates what happened to the геја- 
nonship between the cost of capital and the returns to 
capital in the corporate sector during this period. For 
a period of six or seven years in the early to mid- 
1980s, U.S. corporations, on average, were barely 
generating enough in cash flow to pay investors what 
they required, with little or none left over to finance ; 
growth and invesunent programs. - 

Whar ensued was a big, decade-long battle over 
che control of corporate resources. Raiders and hostile 
takeover artists figured out that they could buy out 
companies and increase their value by taking them 
apart, slowing investment, and paying out cash flow. 
Corporate executives who had been steeped in the 
old traditions mightly resisted this попоп. Alongside 
the purely financial fights over individual companies, 
an ideological battle was being waged. The finance 
theorists, who dominated the battle in its early years, 
argued that the underlying problem with corporate - 
performance was that there were not enough incen- 
tives and controls in place to make sure that corporate 
managers did what they had to do to increase value 
for the shareholders, even if that sometimes meant 
closing down plants, selling off assets, slowing down 
or redirecting investment, Eg debt and using the 
proceeds to buy back equity—or, in the most ex- 
treme case, selling off the whole company to someone 
else who would do these things. 

One change that came out of this debate was a 
mear consensus in the United Srates that the pay of 
CEOs should be tied to the return they achieve for 
shareholders. The use of stock options is one way to 
do this—and a way that both companies and exec- 
utives like because, as noted, option awards have tax 
benefits, but don't count as income to the executive 
until cashed in (and are never expensed by the com- 


THE BROOKINGS REVIEW 


j 


= ت يو‎ =а ла. ШЕЛ = 
= = — == ma б 


рапу). Executive pay packages may thus appear 


quite modest until the goods have been delivered to 
shareholders. 


WHY SHOULD ANYONE BE UNHAPPY WITH 
this arrangement? The problem is that the pressures to 


_ Че executive pay to stock market performance came 


out of an extended episode in which the way to im- 
prove stock performance was often Corporate restruc- 
turing that resulted in layoffs, cutbacks, and tremen- 
dous pressures on rank and file workers and mid-level 
managers. The pressures began to be felt in smaller 
firms in the early 1980s and are still working their way 
through the economy, with major layoffs and cut- 
backs even at such former pillars of the economy as 
IBM, General Motors, and Sears. The pressures to 
“downsize” and otherwise cut costs to push stock 
prices up has spread in the 1990s even to profitable 
companies such as Procter and Gamble and Eli Lilly. 

Thus rising pay packages for CEOs and worsen- 
ing job security for many ordinary working people 
are often driven by the same phenomenon: the re- 
lendess pressure from the financial markers to drive 
up stock prices. Several studies have shown, for ex- 
ample, that in the late 1980s and early 1990s, an- 
nouncements of big layoffs, write-offs, stock buy- 
backs, or other corporate restructurings were 
considered good news by the stock markets, leading 
to significant upward jumps in che price of the com- 
pany's stock. To be sure, most of the largest execu- 
tive pay packages of the past few years have been at 
companies bke Hospital Corp. of America, Toys R. 
Us, and Walt Disney, which are still growing and 
adding employees. Вис there are plenty of companies 


. like Martin Marietta, General Dynamics, General 


Electric, RJR. Nabisco, Time Warner, ITT, and 
Unisys, all of whose CEOs made the list of the 15 
highest paid éxecutives in years when their compa- 
nies were urférgoing significant downsizing. 

In sum, the economic climate changed dramati- 


` cally in the 1980s so that, from the point of view of 


shareholders, іс often made more sense for companies 
to disinvest than to invest and grow. The resulting 
pressures from financia! markets forced companies to 
change their compensation plans so that executives 
were rewarded for increasing share value even when 
that meant disinvesting. These pressures continue to- 
day, even though the cost of capital has come back 
down. From the. point of view of shareholders, the 
strategy has worked: stock prices rose briskly in the 
1980s and continued to rise through the recession of 
the early 1990s. And the surge has produced extraor- 
dinary pay packages for top-level corporate executives 
in the past few years as they cashed in stock options 
that had swelled in value with the rising stock marker. 

Вис whereas in the past, improved returns for 
shareholders were typically associated with growing 
incomes for all of us, in the current climate, jackpot 
compensation awards to executives are coming just as 


the earnings potential and job security of the average | 


working person seem weaker than at any time in the 
past 40 years. And that goes far to explain what all the 
fuss is about. Gi 
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Figure 2. Ауегаре Executive Compensation, 1983—92 
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Source: Data from Business Week. 


Figure 3. Aggregate Operating Profit and Cost of Capital, 
Nonfinancial Firms, 1977— 89 
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Source: Margaret М. Blair, “Financial Restructuring and the Debate about Corporate Governance” in Blaz ed. 
The Deol Decade (Brookings. 1993). 
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icrosoft Corp. Chairman Wil- 

M= Н. Gates III doesn't fuss 
about the size of his salary. In 
fact, he even jokes about lowering it. 
But as the software giant's 
shareholder, Gates certainly doesn't 
need a megapay package. His 23.1% 
stake in Microsoft is worth a colossal 
$27.7 billion. Salary or not, he comes 
out a big winner. 

Апа his shareholders haven't done 
зо badly either Gates is one of this 
years two pay-for-performance win- 


_ Ders. A BUSINESS WEEK analysis 
3: -shows tha: Gates gave shareholders. ` ч 
*izthe:highes: return-relátive to-hís 2 ME TI 
„= pay; And for the second. year, James ~ 
. E. Preston, chief executive of Avon · ` ёа 
.». Products Inc, delivered the highest - ` 
` „теби on equity (ROE) relative to his: 


pay (table, page 60). 
NETWORK. Gates has driven Microsoft 
to develop one success after another. 
Windows 95, along with applications 
such as Office, lofted sales to $8.7 bil- 
lion last year, up from $5.9 billion in 
1995. Gates also engineered a wrenc: - 
ing change last year, making the Ne 
central to all new products. Mi- 
crosoft’s Web browser, Internet Ex- 
plorer, has now гаскед up more than 
a 20% market share. Since 1994, 
Gates's total pay has been just $1.4 
million, while shareholder returns 
have jumped 810%. 

Preston is the CEO whose company 
performed best relative to his pay. 
To align his pay with performance, 





The а етеп 





š 
Since 1994, his total pay has been 
3 $1.4 million—while Microsoft share- = 
m holders have reaped returns of 310% (С 
ГЕ 
3 PRESTON СЕ 
КЕЗ Avonhadthe = 
= highest ROE ЈЕ 
PEE ofany . - 8 چ‎ 
EBEN company `: 
PNE relative to 
| the = | 
рау: 
a | ! not well 
Preston froze his $610,000 T fve depending on how the stock does,” 
years ago and began taking most of he says. | 
his compensation in stock options. On the other side of the ledger, 
Over the past three years, Preston Conseco Inc's Stephen C. Hilbert 
has earned $8 million. Avon’s average gave shareholders the least for the 


ROE is 141%. In part, that refiects 
Avon's renewed growth, although an 
aggressive stock-buyback program 
has also left Avon with a small equi- 
ty base. This year, Preston's salary 
will jump to $1 million. But with $22 
million in options yet unexercised, he 
insists he's still a big advocate of pay 
for performance. "I will do well or 





The Underp erformers 






ul HILBERT 

_— $165 million since 
1994—while Conseco 
` stock returned 133% 


EE CASE 
FUE Не got $33.5 million, 
Me but AOUs stock tanked 


й gains came from exercising $27.4 mil- 





$165 million he's collected since 1994. 
Most came from a $107 million stock- 
option exercise in 1994 and a $23 пш 
lion exercise last year. Since 1994, 
shareholder return has been 18396. A 
company spokesman argues it's unfair 
to compare the value of Hilbert's op- 
tons with performance over the past 
three years. He says it should be 
compared with the 3,100% return cre- 
ated over the 10 years since the first 
option grant. Adds Hilbert: "Im cer- 
фаш у not embarrassed about our suc- 
cess or mine personally." 
Stephen M. Case, CEO of America 
Online Inc, provided the worst cor- 
porate performance relative to his 
‘pay. During the past three years, 
Case earned $33.5 million, while the 
БОЕ was negative 418%. Most of his 


Bon in options last year. Last sum- 
mer, the stock was driven down by 
growing pains and a restructuring to 
. change AOL's controversial accounting 
` practices. CFO Lennert J. Leader — . 
says AOL is concentrating on growing 
its customer base and revenues, as 
opposed to short-term profits. But 25 
Case struggles to get AOL back in 
the black, the "payoff—for the compa- 
ny, if not for him—appears far away: 

By Lori Bongiorno їп New York; š i 
with bureau reports ` 


(С! d FROM ТОР LEFT) PHOTOGRAPHS BY WYATT COUNTSIOUTIEINE: LARRY FORD; CHNS USHER: TONY УМ AINIS 
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- Guidant Согр.5 earnings after charges xe i 
would have taken an 11% hit. By putting веже 18 COSE optio 





“Performance criteria are almost like intellectual 
Silly Putty,” says professor Warren Bennis of USC 


Coss's compensation differs from that of most CEOs. But as the 
sheer number of options has soared, shareholder dilution is 
proving an unanticipated by-product. Companies use options 
part to align executives' interests with кш ы usss But 
they also favor them because—unlike other forms of pay—they 
never show up on an income statement. Instead, starting 
this year, companies must footnote them in thc: annual re- 
ports using the Black-Scholes fair value option pricing model 
It takes some digging, but those foot- 
notes provide plenty of surprises. For all 





Another unwelcome result of the shift to pay for perfor- 
mance: Its not just the best who are pulling in giant pay. Per- 
formance targets are often set so low—or so loosely—that 
they're virtually meaningless. ^Performance criteria are almost 
like intellectual Silly Putty,” says Warren Bennis, Distin- 
guished Professor of Business Administration at the Uni- 
versity of Southern California's Marshall School of Business. 

— to Executive Compensation, Reports, of proxies 

! . examined so far this year, only 6.6% of 
option-granting companies issued any 


the benefits that options create, they're | чы _ > Options: - “premium-priced” options—those with 
not free. PepsiCo Inc., for example, re- The . Prices above market value on the day of 
eH Hidden Costs” 


ported that its option grants would have . 
reduced earnings by $68 million, or 696 š 
фе ви cr diae ча 





issue. And though the number is up from 


iori RE S= таа last years 35%, most 


companies boasting 
T premium-priced options make them only 


pensation. Medical-equipment maker еден їз а E 3: a small portion of the package. Just 20% 


= th 









ig fst ieee & of PepsiCo ceo Roger Enrico’s 1.7 million 


Amon са Stock-option awards in 1996 were made 


more potential shares into circulation, op- = mi UE Tenkaccounting rules treat 6 3 at prices above then-current market val- 


tions reduce every shareholder's i ef of Ea 


= ODL nS as "OS free Ч 


the earnings pie. And because the foot- Eadie 


: ue, for example. And of last year's 


record-setting grant of 8 million options ` 


notes include only options granted since | gem pure олы e to Walt Disney ceo Michael D. Eisner, 
1995, Bear, Stearns & Co. accounting ana- 27 "S déduct болт 1996 earnings f; ^i*. only 3 million were awarded at above- 


lyst Pat psc арр esa under- -.:.: options were accounted foram: acce ры MEM 
state the impact by at least ЫЯ шый МЫЗЫН: mum er advocates say that to 

broad based option pans mem | < MEL COMMUNICATIONS 597 Isl average себе who are simply 
a small cost next to the benefit of moti- PEPSICO = жү, abd лит 68. riding а bull market. Nell Minow, a prin- 
A, NNNM ee ыык 
According to ee Compensation Re- ` JP. MORGAN ________- ЕЕ 92 should ‘outperform the market or their 
ports, a Fairfax Station (Va) newsletter TRAVELERS ` ° f Dl peer group to receive big packages. 

and database, 51% of companies that have | eWTETTE....--. с ^ 47 Instead, with grants in the hundreds oi 
reported granting options for 1996 have „ЦЕНЕ. 47 thousands of shares now commonplace, 


given 10% or more of them to the СЕО. In ` MORGAN STANLEY iz. 7 | 


- " wa mima wamanman ee wd dene ee c s e ЕБ нЕ ج‎ = us sss ee = = s s= 


1998, only 18% of companies did so. “RAYTHEON 505070 ... . QQ : their stocks rise only slightly. In Eisner's - 
But that’s not the only hidden cost of COMPAQ Әү - ease, if Disney shares rise a tiny $2 an- 

options. Companies have been buying UNES o oou nually—a poor performance by Disney's 

back shares in record numbers, even as REPUBLIC INDUSTRIES 18  standards—the value of his market-priced 


ecutives when they cash in their options. ----------- ВЕ 


managers can earn a big payday even if 


uma ama шып. am пыш NEM жиш Jama шшш шыш: шык. жыш шшш шшш 


шапу sell discounted shares back to ех- USAIRWAYS Ссс ШБ: ally. And there's little real downside. Few 


15: options would increase $10 million annu- 


With many shares trading near record DATA: PEARL MEYER £ РАЯТМЕН INC; BEAR, STEARKS 2 00, executives suffer financially if the stock 


highs, those companies are paying top 

dollar to buy back stock—while execs DER the Qd dif- 
ference between the option price and the market price. That 
often results in large cash outlays, and it also means execu- 
tives end up with an ever higher oo of outstanding 
shares. “Want to talk about the largest social welfare transfer 


‚ program in the world?” says Patrick S. McGurn, director of 


Institutional Share- 
ӘС eo EM holder Services Ine, a 
proxy advisory service 
based in Bethesda, Md. “It’s from shareholders into the pock- 
ets of executives." | 

So far, investors have been relatively quiet on dilution. But | 

now they're taking notice. Institutional Shareholder Services is 
recommending "no" votes against at least 20% of new stock-op- 
tion plans, including those at Starbucks Corp. and Sprint 
Corp. And the five New York City pension funds will oppose 
some one-third of plans this year, primarily because of concerns 
over dilution. Options "do come home to roost," says Jon 
Lukomnik, New York City Deputy Controller for pensions. 
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drops. "One of my biggest complaints is 


| there's not much risk" with options, says Аппе Yerger, di- 


rector of research at the Council of Institutional Investors. “In 
а bull market, most executives are going to get money." 
LOSING THE BALANCE? Аз a result, many execs whose per- 
formance trailed their peers’ have also benefited. Typical 
was H.J. Heinzs Anthony F.J. O'Reilly, who made $642 
million last year. His company's stock performance rose just 
11%, trailing both the s&P and other food companies. O'Reil- 
ly defends his huge option grants as part of a generous in- 
centive scheme. "There can be no more honorable or fairer 
way" to compensate CEOs, O'Reilly argues. 

The staggering rise in pay for the good, the bad, and the 
indifferent has left even some advocates of pay for perfor- 
mance wondering whether the balance between the CEO and 
the shareholder is tilüng the wrong way. "I've been con- 
sulting for over 20 years and have seen options accepted 
carte blanche as a good thing," says ge B. Paulin, pres- 
ident of compensation consultancy Frederic W. Cook & Co. 
“Now, boards and investors are starting to question the 
structure of option deals." . . 


229 
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ee 


Special Report 








In the meantime, many top execs have amassed vast troves 
of options that have yet to be exercised (page 66) Among 
those with the largest potential jackpots: Disney CEO Eisner, 
who holds some $3644 million in unexercised stock options. The 
gains аге so enormous that AOL's Case, who cashed in most of 
his $27.4 million in options before growing pains and account- 
ing changes beat up the stock last year, is still sitting on op- 
tions worth an addi- 
tional $116.6 million. 
And topping the list is 
HFS CEO Henry К. Sil- 
verman, with $5443 million in exercisable stock options. 

The question, of course, is why boards don’t set the perfor- 
mance bar higher. While compensation committees are much 
more vigilant than they've ever been, Kayla J. Gillan, general 
counsel at the California Public Employees’ Retirement System, 
а $110 billion pension fund, points out that about 25% of the 
companies in the S&P still have an insider on the compensation 
committee. And companies fear they: lose talent if their ex- 


` ecutive pay falls below that of their реетз. That helps to imflate 


compensation. Says Howard B. Edelstein, a principal of the 


= REL 


~": DIEA zx» TAM ر‎ 
ا‎ № 
v- ув LR „ө; ix — == 


Todd Organization, a benefits consulting firm: “Companies are 
saying, “Take me to the middle." 

Despite recent requirements that boards disclose the criteria 
they use to set pay, there's plenty of wiggie room. At Mattel 
Inc, for example, newly named сео Jill E. Barad wasn't 
ble for a bonus in 1996 because the company missed in 
targets. So instead, the board awarded her a $280,000 “ 


achievement bonus" for progress made in 1995. Ard Eka шу 


executives, Barad has also negotiated protection should things 
at Mattel go wrong. If Barad is dismissed or leaves for “sod 
reason," she'll receive five times her last salary plus average 
bonus, become vested in an executive retirement plan at the 
age of 50, and have a $3 million loan forgiven. 
SELLER'S MARKET. Even those whose subpar performance 
makes their options worthless have recourse. For example, in 
1995 Digital Equipment CEO Robert B. Palmer was granted 
300,000 options at the then-market price of $48. The next year 
the package was smaller, but the exercise price fell to $37.75 to 
match the swooning stock. If the stock returns to its already 
depressed 1995 price, Palmer will pocket nearly $2 million. 
Many consultants say companies, faced with executives who 





: ee а proxy research firm in 


zz. nol 





holders gather for the annual 
meeting m Salt Lake City on · 


je 18, they'll run a gaimtlet of noisy 


Teamsters protesting high executive 
pay. Their target: Drew Lewis, who 
received $215 million last year as UP 
CEO and reüred in January with a 
five-year, $3.75 million consulting con- 
tract that requires him to work one . 
week a month. ^We're trying to raise 


Washington. And on Apr. 10, the - 


` AFL-CIO was due to launch а site 
. on the World Wide Web that tells 


> workers and investors how to. combat 


сыа CEO paychecks (www.ctsg.com/ 
gey. While the. protests haven't ` 


„from 3.5% in 1988, according to the ` 


` “TRRC. “We have absolutely been vot- | 


ing ‘no’ more on CEO pay рза” 

`: says Peter Collins, a spokesman for 

` Florida's $80 billion pension fund. 
Although the public outery that. 
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a Union oe Corp. stodk-^ т 


ers voting wr и 
Бу plane Jumped ш 108 ka year, чр: ^ United States Trust Co: of Boston, · 


кыш ка О акш. 


Monsanto CEO Robert B. Shapiro, 


аа arer E ME says the Бана 


down, it hasn't gone away. Instead, it ` "already considers these issues. 

has gone grassroots. Опе way unions While management almost always 
` try to émbarrass CEOs is by publiciz- prevails on such votes, many compa- 
.ing their pay: The United Farm `` mies talk to the filing group. Some 

Workers plans а campaign against give ground. For example, the Team- 


sters, which has $60 billion in pension 


731 


who earned $4.4 million ir: '96. Mon- assets, filed a resolution last fallat - . 

santo owns strawberry farms that RJR Nabisco Inc. to stop the company az 

pay pickers less than $10.000 a year. from repricing executive options when ` 
Other. groups are filing proxy reso- the stock falls. In 1995, RJE let execs 





_ consider an executive pay cap at some 
during downsizings. 
The resolution is sponsored by the `. 


structuring that led to 40,000 job cuts. 


Um MIU Ur сво pay any E swap options priced at up to $50 | | 
can#=says Bart Naylor, head of a for new ones priced at $27 after ~ ~: 
the union's corporate affairs unit. Target: CEO Pay its stock dropped to $27. After 
was пола for Dis ER AFL-CIO The labor federation is launching a — AA je 1997, = 
the merger with Southern Pacific. Web page that details CEO pay and shows ` пех policy restricting repricing. 
CEOs will see a lot more chal- how to file proxies and complain to directors “he union withdrew its resolu- 
lenges to their pay packages this DEMONSTRATIONS The Teamsters will tion. BIR says it wasn’t planning 
year, mostly from unions and re- ; fiet to reprice more options anyway.. 
| ен ET picket Union Pacific's annual meeting, while The s Web site ai | 
 hglous groups: So far, 112 ргоху the United Farm Workers are planning | 106 AFL-CIOS Web site aims to 
. :resolutions on the issue have attacks against Monsanto spur attacks on high CEO pay. 
„Жее Шей; up irom 63: 1996. — — — LII ee ee ee The target audience ranges from 
` according to Investor Responsi- РКОХҮ BATTLES More than 110 proxies fund managers who invest $250 | 
` ‘bility Research Center Inc. ^^ - attempting to restrict executive pay have billion of union pension money to : 
been filed at large companies union leaders and members who . 


own company stock, 401(k)s, or 


Jc BUSINESS WEEK 
S | mutual funds. The Web site lets 

| lutions to limit executive рау. In May, them look at a CEO's pay and chart it 
for example, AT&T stockholders will against average wages—or their own 
vote on whether the company should рау. It also tells investors how to dig 
‚ар dirt on corporate directors con- ` 


. flücts of interest with the CEO and how . ` 
,.tofile proxy resolutions. “We want to | 
`. arm people so they сап battle to. have. : 


"whose investment arm rans socially their money represented differently," 
responsible investment funds. The says William. Patterson, director of 
move was sparked by the $10 million the AFL-CIO'S office of investments. If 
 inoptions CEO Robert E. Allen was he succeeds, CEOs may be fighting off 
granted in late 1995- as part of the re- more pay complaints than ever. 
е ны тшшш 


coe ulli E 
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a seller's market, with CEOs іп demand These chief executives still have huge rewards to reap from stock options 
. holding most of the cards. “In man i that have yet to be exercised. The top 20 treasure chests: : 

cases," says Peter T. Chingos, — зл | — NE 
practice director of compensation at пети -· STOCK OPTIONS” — EXECUTIVE j STE OP 
KPMG Peat Marwick “You don’t havea ` = а а а ا2‎ паа OMNES porem ue c. _ RAISES OF БОЯ ` 
choice.” Sean sive grag ogg maar О ES 

And if the recent tremors in the Ме a sa GENERAL стас ` _ .$107310 5 
stock market turn into an earth- ESMERE 0 o . 964 360 ит 
quake? With shareholder returns in- Curs a T- uer 
creasingly the gauge for setting ex- COMPUTER assocures _____ 24 
с ние | RICHARD SCRUSHY 
Special Report umwsoum 188,04 

: STEPHEN HILBERT 
CONSECO 





ecutive compensation, the truest test -~--—-------~------__.--.__- | 
of pay for performance may come in ROBERTO GOIZUETA 
‚ а bear, not a bull, market. Yet few х= 
expect CEOs, now accustomed to su- : 
percharged awards, to cut back. In- 
stead, experts anticipate demands = та, see 
for lower-priced options or for more or ER = ee 
cash. "When stock prices go down 
(CEOs argue], it's purely the vagaries 
of the market," says Kevin Murphy, 
a professor of business admini- 
stration at USC. “But when they DS Ge yar есы ые -r 
go up, its what they did to create value.” Will executive pay ever descend from the heavens? Some 
Already, the pressure to reprice has begun. Afer a difficult | who helped push the early-1990s reforms aimed at trimming 
few years in the trucking industry, Jerry W. Walton, chief fi- | exorbitant executive pay—and tying it more closely to per- 
nancial officer at J.B. Hunt Transport Services Inc. in Lowell, | formance—are cynical “I wouldn't Say the glass is half full; I'd 
Ark, says he tried to get the top brass to reprice their options, | say it’s one-millionth full,” says Minow. “I do think things 
which have fallen below market value, on condition that they | have improved. But a lot of the reforms we thought would hap- 
surrender some of the stock. Included: a grant of 25 million ор- | pen with executive pay have been ineffective.” For share- 
tions for Chairman Wayne Garrison. "Everybody thought it | holders, 1996 was a good year indeed, But it was a far better 
was à good idea to reprice,” Walton says with a laugh. “Nobody year for the boss. 
thought it was a good idea to surrender [the options].” By Jennifer Reingold in New York, with bureau reports 
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f the system worked perfectly, the company's total return to share- are available. Each company is assigned 
| executive pay would rise when the holders in stock appreciation and to one of nine industry groups. Then, 
boss delivered the goods for dividends over three years. A second each executive's pay, the company's total 
shareholders. And it would fall when comparison measures pay against corpo- return to Shareholders, and the 
corporate performance declined. But it rate profitability for the same period. company's profit record are measured 
doesn't always happen that way. Three years of data are examined to against the others in the group. 

In this Scoreboard, BUSINESS wEEK, minimize the impact of single-year Performance ratings are given only 
along with Standard & Poor's windfalls. | when three years of data are available. On 
Compustat, attempts to measure how The Scoreboard companies boast a scale of 5, 1 indicates the best 
closely pay matches performance. The market values that are among the 500 performance; 5 is the worst. The top 15% 


study uses two approaches: It compares largest companies measured by market of the sample receives a 1, 2596 a 2, 
an executive's total compensation with value for which 1996 compensation data 30% а 3, 20% a 4, and 1096 a 5. 


1994-86 PAY-PERFORMANCE ANALYSIS 

PAY VS. SHAREHOLDER'S RETURN PAY VS. CORPORATE PROFIT ? g 
TOTAL COMPENSATION is the sum of an executive's Salary, bonus, ROE is the company’s average return on common equity over 
and long-term compensation for the three years. the three-year period. 
VALUE OF $100 INVESTED is the yearend 1996 value ofa  - CHANGE IN ROE is the improvement or decline in the 
$100 investment in the company made three years earlier, . company's profitability over the 1994-96 period, expressed 
including both share-price appreciation and dividends. in terms of a percentage. - 
(reinvested). Scias ain sa SPS RATING shows how. an executive compares with industry 
RATING shows how an executive stacks up against industry || Peers in pay for company profitability. The rating is based on 
peers, measured in terms of pay relative to total return to an index that provides equal weight to the company's overall 


shareholders. The rating is based on an index in which the value | ROE as well as its improvement or decline" during the past 

of the investment at the end of the three-year period is divided three years. Both these measurements are divided by an 

by an executive's total pay and then compared with other . executive's total pay and then compared with others in the | 
executives in the same industry group. same industry grouping. | 


Footnotes: findicates executive retired in 1996-97 {Мау exclude option gains in earlier years e=estimated NA=not available NM=not meaningful 
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Big Payoffs 


For Executives 


Who Fail o Fail Big 


Growing Trend Inflates 
Severan ce ' Packages 


By JUDITH Н. DOBRZYNSKI 





.In today's topsy-turvy business. world, it 


- „bas come to this: For top: executives, fail- 
-.ure басе a. Wretched embarrassment ` 


disguised in corporate spin language or 
hushed up completely — UN DNUS Espe- 


| . - cially if they fail quickly... 


John R. Walter, who: joined thé AT&T 


У Corporation i as president last November 


and resigned under pressure on Wednes- 
day, is the latest to pass through an execu- 
tive suite and colléct a multimillion-dollar 
settlement. He walked away with. nearly 
526 million after.the company's board said 
it was reneging on its promise to name him 
chief executive next January because he 
was not up to the job. 

Before Mr. Walter came Michael Ovitz, 
who spent 14 months until December as the 
No. 2 executive at the Walt Disney Compa- 
ny and got $90 million; Gilbert F. Amelio, 
who moved into the corner office of Apple 
Computer Inc. for 17 months that ended on 


July 9 and pocketed at least $7 million, and _ 


Robert F. Greenhill, who left his post as 
chairman of the Smith Barney division of 
Travelers Group less than three years af- 
ter joining it in 1993 and collected $22 
milion ` - Мел 

And those are just a few noteworthy 
examples of a growing trend that started in 
the 1980's when, under shareholder pres- 


. sure, boards were increasingly forced. to 


dismiss lackluster executives and bring in 


,. hewones, often from other corporations. 


As turnover at the top grew and-job, 
security diminished, executives began de- 
manding a safety net in the form of a 
guaranteed payoff if things did not work 
out. 

Now, getting ousted delivers a lump sum 
of cash and other benefits equivalent to 
several years of work, and the practice is 
feeding on itself. “Jobn Walter will spawn 
great anxiety in the business world" about 
job security, prompting more executives 
who аге being courted 10 make big de- 
mands, said Graef Crystal, a рау expert 
based in San 

Mr. Crystal is hardly the only manage- 
ment expert who predicts that the practice 
will proliferate. Juicy severance packages 
are, in fact, spreading to many people down 


РА 


 inthe executive ranks. At the top, they are 


subject to a constant ratcheting up: that 
comes from the disclosure of top execu- 


a 


_ Continued on Page 10 
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| Top Executives 


Y . Who Fail x Кеар 


Executives have grown boid about 
severance demands because they 
are no longer doing the asking per- 
sonally. Candidates for executive 
jobs "used to be embarrassed to say 
‘Tm worried about losing the job,’ " 
Mr. Crystal said. "Now, they have 


"When а company wants someone ` 
to resign, it has to do Something to ' 
get him to resign," Mr. Sklover said ` 












Big Severance Deals ` | zzz icm © When а company 
Mr. "Bachelder is frequently the wants someone to 
morem | Pim they have t 
rU MEE 
| санааттан Page | | парити Літ to resign: ics 





tives’ compensation packages. 
"You're dealing in a free market, 

and in the marketplace — whether . 

it's the price of an apartment or an | 


. absence of lawsuits, a quiet settle- 


to become. a No. 2 executive. Mr ment, an’absence of disruption, andit. | 


Walter had been the chief executive: 


| of R.R. Donne Bg gets to put the spin on the story." The, 
athlete or an executive — we: all | со i cud = ооз ав ы big payoffs, he added, tend to come * 
, know that the latest quote is men- ATET. 280, J Ung where the decision to dismiss some- ; | 
tioned in negotiations," said Joseph “Directors want to close the de al" one is partly political, It is, after all, - : 


E. Bachelder, a.top compensation 
lawyer in New York. There's а ten- ; 
dency to step up to the perceived ` 
competitive level.” 

То many ordinary Americans, for | i 
whom getting the ax means a few ` Е 
Weeks of severance pay at best and а T 
| Scramble to find another job before 


other people's money — the share- _ i 
holders’ — that is being given away. d 
‘Compensation experts agree that 
the payoff phenomenon is spreading | 
down the ranks. But the people ir - 
volved are not supposed to talk aboni 
the details. "Almost every negotiai . 
ed severance requires complete con- ' 


Mr. Bachelder said. . “If you don’t 
meet what's asked for, you may lose 
the candidate. This is an agonizing 
decision." A | 
Typically, companies begin Ьу! 
agreeing to "make whole” compen- 
sation: They agree to pay for any ; 
salary, bonus, stock options and oth- 





maus 


the bill collectors come calling, the 
payments being lavished on COIDO- . 
rate America's big-time losers seern 
almost obscene. . | | 
Yet, the corporate establishment 
shrugs them off as something that | 
cannot be helped. “If that's what it | 
takes' to correct a situation, it's 
worth it,” said Ira M. Millstein, a 
lawyer at Weil, Gotshal & Manges . 
who advises many corporate boards. 
Several management experts 
termed fhe payoffs “peanuts” com- 
pared with a company's overall val- 
че, let alone the disruption and de- 
struction a bad executive can cause. 
Corporate America has arrived at 
this unintended state of affairs be- 
cause executives who leave one com- 
pany, where their outlook is usually 
. Safe, for another, where it is uncer- 
tain, want to be compensated for the 
| And unlike in the past, when job 
offers were made orally and sealed 
with à handshake, today's corporate 
| elite wants insurance in writing. Em- 
ployment contracts, which were once 





er long-term incentive compensation ` 
plus supplemental pension benefits 
that the executive lost by leaving his 
former company. Next, the executive 
will want his severance package to 
include compensation he expected to 
make if he had not lost the job, which 
frequently amounts to two Or three 


years' worth of salary, bonus and 
i com on. 

E part, the worth of these pack- 

ages is ballooning to joue rA 

dollar levels because they in 


stock options made more valuable by ` 


the seven-year-old roaring bull плаг. 


ket ` 


Some compensation lawyers argue" 


many companies, far from Е. 

ing put off by the mention of sever-.-. 
ice respect the candidates ` | 
who raise the subject before taking a ~ 


ance up front, 
job. 


99 | 
stances or feelings change, or where 


In addition to the пар нет ви 
fore executives start, there got d 
ently another round of пе и > 
tions when they exit “When circum `. 


fidentiality or else you have to pay 
back all the severance and the com-, 
pany’s legal fees," Mr. Sklover said. - 
Still, these lower-level payoffs аге - 
inflating, too, influenced by those. 
granted to the visible executives. : | 
“There is an impact on severance +: 
down the line," Mr. Bachelder said. .- 
“Today, a senior vice president 
won't get what а C.E.O. would get, `` 4 
but he or she might get 12 to 18." 
months of salary, and that didn’t”: 
exist 15 or 20 years ago." а 
Even assistants to top executives . ' 
are getting big payoffs. Many are ` 
attached to particular executives iy 
and often leave a company when '. 
they depart. Executive. assistants У 
are also privy to a good deal of'- 
confidential information, and that x 
gives them leverage. Lawyers said ' 
their severance packages could run"; 
into the six figures. — - ; 3 “ап 
The McDonald's Corporation - 
cently added. а twist to the trend.’ 
When it announced a reorganization `: 
on July 9 that derailed the corporate | 


prevalent only in the highly volatile : 
entertainment industry, are now 
common in all industries. Most chief 
executives have them, and virtually 
no top executive will change jobs : 
without one. Contracts always ш-: 
clude severance arrangements. 


careers of several top executives, it | 


у Cbr и are different i 
the parues awarded potentially lucrative res- 


ou there's сы 

den o о рле кшш Lt  taurant franchises to two of them | 

Би New York lawyer who has .. | along with whatever other undis-! 

iei а executive severarice ^| — closed benefits they were entitled to. ; 

wrüien d recently completed an-".! It is definitely in the air — the new: 

а a E “Severance Sur-: ; sweet smell of failure. : 
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_ Compensation Schemes 0l 


R Кашу Elitzur 
The Faculty of Management, The University of Toronto, Toronto, Ontario M5S-1N5, Canada 


а classroom exercise that has been used in several graduate 


This paper describes 
courses. The exercise provides the students with a framework for understanding the 


` rationale behind some of the mechanisms we observe in reality: incentive compensation 
plans for executives, Generally Accepted Accounting Principles (GAAP), auditing, and 
lawsuits against auditors. As such, the exercise provides some answers for several 
questions of ‘why’ before getting into the ‘how’ of reporting. The case can be used in 
courses dealing with financial accounting, managerial control and microeconomics ша the 
MEA level. - 


INTRODUCTION The manager faces ап uncertain market situa- 
tion. There is а 60% chance that the manager 
gets lucky and a 40% chance that he does not. 
The market condition is known to the manager 
only after he makes his decision about effort. The 
value of the company for any combination of luck 
and effort at the end of the period is shown in 
Table 1. — | 


Several recent articles examine accounting and 
reporting within a game-theoretic framework 
| (Tzur and Yaari, 1994, for example). In this paper 
=== I provide a numerical game-theoretic exercise 
which I have used in financial reporting, manage- 
` ment control and microeconomics classes taught. 
at the University of Toronto's MBA program Over 
the last several years. This numerical case serves 
a useful pedagogical purpose by illustraung in a | 
game-theoretic setting the following issues: the DESIGNING AN INCENTIVE 
importance of executive compensation plans, the SCHEME WHEN THE COMPANY'S 
reasons why some ingredients are commonly used VALUEIS OBSERVABLE 
| in such plans, the importance of Generally Ac- 
| cepted Accounting Principles (GAAP), the шой- тһе discussion starts from the assumption that, 
vation for using an auditor, and the importance of while the effort of the manager is not observable, 
lawsuits against auditors in such an economy. the company's value is. The students are asked to 
: design an executive incentive scheme to motivate 
| ‘the manager to exert maximum effort and to 
THE BASIC MODEL show that such an incentive compensation scheme 
An owner hires a manager to manage a firm fora improves the owner's welfare. 
single period. The manager can either work hard 
(high effort) or shirk (low effort). Both players 
maximize expected monetary value. The manager 
receives a flat salary of $8000. Effort is manager's 
private information and, thus. is unobservable by 
the owner. Hieh effort by manager involves an 


opportunity cost of 56000 to him^, while low | High боп 
Low effort 


effort costs him nothing. 





ССС 0145—6570 /95 /060649-5 
© 1995 by John Wiley & Sons. Ltd. 


WHARTON REPROGRAPHICIB] 


650 


Start by illustrating (via а decision 
Without an incentive compensation plan the man- 
ager always shirks. This £ ll 


the payoff to the manager from shirkin yt 
remains at 58000 while under high effort the 
шапавег5 payoff, [JB is aç follows: 

0" = 8000 + [0.6 x B] — 6000. . (1) 


(the Probability of the manager getting lucky), 
effort. 


less the manager's cost of high 
Е is rational for the to exert hish 


à manager t 1 
effort олу if [JB is larger than О“. This condi. 

Чоп is satisfied when the following is obtained: 
7" –% = [8000 + (0.6 5) — 6000] — 8000 > o 
= 8 > 10000 (2) 


Ше owner better off? Without an 
incentive Scheme, the owner’s payoff, WY, is as 
follows: 


ИМ = [0.5 х 50000] + [0.4 x 20000] — 8000 


К RAMY ELITZUR 


след only when thé value 
$100000 or more. The 
this scheme, J, je. 
U = 0.6[e x 100009] + 8000 — 6000 (5) 
che manager will exert hish effort only if the 
following condition is satisfied: 
U?- U" = [0.6 x 100000) + 8000 — 6000] 
—8000 > 0 — «>. 104 (6) 


of the company is 
managers payoff under 


. Suppose, that ~ is 10.001225. Is the.owner better 


off under such а scheme than Without it? Denot- 
Ing the owners Payoff under this alternative as 
Wo: | 


W° 0.6 x 100 000 x [I~ 10.01%] 
*- [0.4 x 50000] — 8000 = 66000 (7) 


Accordingly, the owner's payoff is improved from 
the option scheme COmpared to no incentive 
eme, 
Ihe payoffs under the cash bonus and the 
tion schernes are Compared in Table 2. 
L Schemes with different Ingredients 


Сап yield the same Payofis to the Players. The 
= 30000 (3) students can ђе to design а combination 
scheme with both an Option and а cash bonus and 
- With the above cash bonus scheme the Owners determine whether it yields the Same payoff? 
` Payoff, WF сэп be calculated as fo 3 | 
WE = 0.6[100 000 — 10001] + [0.4 х 50000] ТНЕ КОГЕ ОЕ GAAP AND THE 
8000 = 66000 | (4) AUDITOR 
Accordingly, the Owner's payoff Significantly im- In this section the assumption of observable value. 
proves with the cash bonus scheme. for the 


company is relaxed. First, examine if the 


Table 2 | y 


^ | Manager's payoff Owners payoff 
No incentives 55000 530000 
Cash bonus $8001 $66000 
Option $8001 $66 000 
Combination of 


T as 


| 
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above incentive compensation schemes hold if the 
value of the company is not observable and the 


manager can report amy value he wants. If the 


manager can report any value then no compensa- 
tion scheme can hold, since the manager will 
always report a value of $100000 and receive the 


cash bonus or the option in the company. Here is 


where GAAP comes into play. The students are 
told to think about a set of rules limiting the 
report to be within a finite deviation of the true 
value of the company. Suppose, for simplicity 
sake, that this maximum manipulation allowed by 
GAAP is 50% of the true value of the company.“ 
Under such conditions the above mcentive 
schemes can work, for example, if the cash bonus 
and/or option are realized only when the report 
is $150000 (maximum earnings management at 
maximum true value). As students go through the 
calculations again, they realize that under this 
scheme the managers and owner's payoffs re- 


main the same as before. Students usually think 


that shareholders regard earnings manipulation 
by managers as something they would lke to 
avoid. The exercise illustrates to the students 


Auditors” Report 


that, contrary to common wisdom, earnings ma- 
nipulation by managers can be viewed, under 
some circumstances, as consistent with the inter- 
ests of the owner. Suggestions by students to 
alleviate the problem of untruthful reporting and 


low effort by managers usually involve monitoring ' 


that is auditing; 

The next issue is auditor’s fee. By comparing 
the payoff to the owner without auditing, W ` = 
$30 000, with the one resulting with auditing, WÊ 
= W° = $66 000, the answer -is a maximum of 
536 000. 

Will a payment of a flat audit fee, say, $15 000, 
for example, yield any: effort by the auditor in 
such an economy when auditmg is costly for the 
auditor? Denote the payoff for the auditor as U^, 
auditors effort as e, and the cost of auditing to 
the auditor as С(е). It is assumed that C(e) 
increases іп e and that the auditor is in the region 
of increasing marginal cost. Specifying the objec- 
tive function for the auditor yields the following 
equation: 


U* = 15000 — С(е) (8) 





The Sharcholders, : 


We have audited the consolidated balance sheets of Cambridge Shopping Centres Limited as at March 31, 1992 and 1991 
and the consolidated statements of income and remained earnings and changes in fimanchi position for the years then ended. 
These Bnancial statements are the responsibility of the Company's management Our responsibility is to express an opinion 


We conducted our zudits in accordance with generally accepted auditing stxndards. Those standards require that we 
plan and perform an andit to obtain rexsonable assurance whether the financial statements are free of material misstate- 
^ ment An audit includes exzmining, on z test basis, evidence supporting the amounts and disclosures in the financial 
as well as evaluating the overall financial statement presentation. 
in our opinion, these consolidated financial statements present fairly, in all material respects, the &rancial position of 
the Company zs at March 31, 1992 and 1991 and the results of its operations and the changes in its financial position for 
the pears then ended in accordance with generally accepted accounting principles. . ; 


Toronto, Ontario . 
May 21, 1992 


TAA gm? 


Chartered Accountants 


Figure 1. J a 
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The students realize that the only optimal solu- 
tion, under the circumstances, for the auditor 15 
the corner solution, e = 0. 

This last problem can be alleviated by the moni- 
toring of auditors, such as through the institution 
of lawsuits against auditors. To simplify things, we 
` assume that lawsuits against auditors if successful 
result in a loss, L. to auditor and that the 
probability of a successful lawsuit, P, decreases in 
e, Consequently, the objective function for the 


auditor is: 
Р (9) 
Thé auditor will exert some positive effort. This 


U^ = 15000 — C(e) — PCe)L 


optimal effort will occur at the point where the ` 


auditor's marginal benefit (LHS of equation 10) 
equals his marginal cost (RHS of the equation). 
The auditor’s benefit from the marginal unit of 
auditing is the marginal reduction of probability 
of a successful lawsuit against the auditor times 
the loss: 


аС(е) 


ее (10) 


CASE CONCLUSIONS 


The lessons obtained from the case can be sum- 
marized as follows: 


e Incentive compensation schemes are impor- 
tant when the manager's effort is not observ- 
able by the owner. Such compensation schemes 
are designed to align the interests of the man- 

. ager and the owner. 

e Incentive compensation schemes can include a 
cash bonus, a form of options or a combina- 
поп of Бош. There is not one optimal incen- 
tive compensation plan but a family of accept- 
able schemes. 

e GAAP are important when outcome: is not 
observable. 

e GAAP can be effective only if there is some 
monitorins of compliance with GAAP. Such 
monitoring can be achieved through auditing. 

e There are some circumstances under which 
earnines manasement serves the owner's in- 
terests. 


R RAMY ELITZUR 


e The maximum limit on audit fes is a functio 
of the value of information provided. 

e Lawsuits against, or audits of, auditors may 
serve а role in the елй 
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NOTES 


1. The following й materials can be obtained 
from the author: (1) a typical class structure that can 
be used to teach the case; (2) the timeline for each 
. phase of the exercise; (3) exam problems that were 
used to test the topic. 

2. The words ‘he’ and “him” are used to describe the 
‘Manager in Order to avoid cumbersome 

3. Another question that can be asked is if changes in 
the flat salary elicit different behavior from the 
players. I usually ask them to use a fat salary of 
zero. The students, after analyzing these scenarios, 
аге led to realize that no matter what is the fi- 
salary the manager wiil behave in the same way, a1 
that a combination scheme will result in the same 
outcome as previously. By analyzing these . thought 
questions students can also realize why compensa- 
tion schemes occur in reality and why they have 
components similar to the ones here. 

4. It is mportant at thts point to tell the class that this 
deviation can be either positive or negative. 

5: One possible approach to remforce this point is to 

read with the students the standard audit opinion 

(see, for example, the audit opinion for Cambridge 

Shopping Centres Limited presented in Fig. 1) and 

illustrating that this indeed is what the auditor к 

. contracted to do. 
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tions. That will prove vastly overstated if 
he can't fix what ails Apple, and if he does 
fix it, he's probably worth every penny. 


Archibald is an unusual case in that his || 


compensation is all salary, bonus, long- 
term incentive pay and a 
sation of $2.8 million to help pay his tex 
es; no options grants. Maybe he knew the 
stock was going nowhere. 

The CEO-pay issue is beginning to feel 
like the start of a class war. Two weeks 
ago, the AFL-CIO launched a Website 
(www.paywatch.org) detailing CEO pay 
packages, producing an instant cyberjam 
among those trying to log on to feed their 


fury. There are now a dozen Websites de- | 


voted to executive pay. "It takes thou- 


sands, literally thousands of years to earn | 


k a реј c И 


what „Уош CEO takes home in a single | 


year," fumes Richard Trumka, secretary 
of the AFL-CIO. 


CEOS are never going to come cheap. . 


The market for their skills is tight. Ko- 
dak's George Fisher got a two-year con- 
tract extension and 2 million stock op- 
tions earlier this year when word leaked 
that he was under consideration for a 
job as president of AT&T. Kodak had 


poached Fisher from Motorola. Compa- . 


nies that choose to cut options grants will 
end up paying more in some other form 
of compensation, or losing their CEO. 

So what's the answer? Shareholder ac- 


tivists had better think it over carefully be- 


cause, as with stock options before, they just 


might get what they ask for. Cutting options x 
grants today in favor of other incentives |, 


might prove to be a case of bad timing. The 
stock market is a self-correcting mecha- 
nism, even though it hasn't seemed that way 
in the 1990s. The market may finally be en- 
tering a long overdue cooling period, which 


would naturally fix some glaring excesses їп |: 


CEO pay—so long, that is, as companies re- 
sist the inevitable CEO pleadings to revise 
their pay deals in 2 flat or falling market. 

One solution embraced by the likes of 
DuPont and BankAmerica is to grant CEO 
stock options that can be cashed only after 
the stock has risen a amount. That 


way а CEO doesn’t make a killing unless the i 
stock really zooms. An even better answer is : 


to devise stock options that are indexed to 
the market ог some peer group. They would 


remain worthless unless the stock outper- . 


forms its competitors. Some have suggested 
the CEOs be required to buy stock above the 
market price, but that incentive could hurt 
workers, since а time-honored method of 
making the stock price jump is to slash jobs. 
But something has to give, and the CEOs 
know it. Shareholders will continue to re- 
ward extraordinary performance, but being 
at the helm. in a favorable tide doesn't 
qualify.—Reported by Bernard Baumohl/New York 
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Duties of Corporate Officers 


O Duty of Obedience 
Must act within their respective authority 





Ө Duty of Diligence 
Must exercise ordinary care and prudence 


Reasonable supervision required | 


O Duty of Loyalty (fiduciary duty) 
Subordination of self-interest 


O Business Judgment Rule 
Courts will not substitute their judgment for 
that of Boards c or ока 
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Goals ој Corporate Governance 


Role of Management: 
To Run the Company Well 


Role of Boards: 
To see that the Company is well run 


Role of Shareowner: 
To see that Boards are doing their job 
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MEGAMICRO PLC 
AUDIT COMMITTEE 


AGENDA 
April 4, 1998 


I. Warranty Provision for Off-Specification Products 

IL. KPMG Audit Memorandum re Warranty Provision Issues 

Ш. Agent's Commission Payment by Polish Subsidiary 

IV. Human Resource Issues: Racial Discrimination and Sexual Harassment, Child Labor Practices 


of Contractors 
V. Issues Surrounding the Upcoming CBS “60 Minutes" Show 
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MEGAMICRO PLC 





BRIEFING NOTE |] 


+ 


HISTORY 


MegaMicro (Plc) (MM) was founded in 1919 in Runcorn, Cheshire, as Metropolitan 
Chemists Limited, by two chemists John Lansford and Brian Smith, to mix and provide a 
variety of industrial acids. The company grew rapidly but barely survived the slump of the 
early 1930s. Industrial growth in the late 1930s increased demand for high quality 
industrial chemicals and the company developed innovative mixing and distribution 
schemes to provide industry with the chemicals needed on a local basis, with minimal 
shipping, : 

Following World War П, the rapid growth of the plastics industry encouraged the 
company to become a supplier to manufacturers, who were increasingly using plastic as а 
major component of finished products. This led to expertise in supplying raw material for 


' WHARTON PEBRGQRAPtII 


In the 1950s and 1960s the company built up а large fleet of lorries. In 1975, when the . 


major supplier of engines for the company's fleet was about to go under, the decision was 


made to diversify further and to acquire Bayerische Lastkraftwagenmotorenwerke GmbH ` 


(BLG), а company based in Augsburg in Germany. The recession of the саду 1980s 
proved difficult for the engine business. In consequence BLG diversified into the rapidly 


BLG to substantially reduce its dependence on the increasingly competitive truck engine 
sector. | : 
uu xmeodi _ ттавјавелија lappiin ad hamun me галада воре 
NOTE: MegaMicro Pic is a fictional company developed by the Wharton School for teaching 
purposes as part of the Directors Forum, a programme for the enrichment of directors of public 


companies developed in the US by the Wharton School and Spencer Stuart, and sponsored by them 
in Europe in partnership with KPMG and London Business School 
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А successful outgrowth of the 1981-83 recession was the formation of МегаМб сто 
Services (ММ5) to provide engine overhaul, maintenance and financing of lorry fleets 
together with maintenance and service for manufacturing and commercial building control 
systems. The original core of this business was Bracknell. Logistics, a firm which 
MegaMicro acquired in late 1982. Ву 1987 MMS was also providing environmental 
planning and disposal services to transportation companies across Europe. This division 
also provides customer support for all BLG products, regardless of application. 


Today the Chemicals & Moulding Division (CMD) is the largest business sector. with 
Sales of £450 million annually, followed by BLG (the Engine Division) with sales of £380 
million. The Controls Division (MMC) generates £210 million in revenue and 


MegaMicro Services (MMS) provides £180 million in sales. 


In recent years, the company, which changed its name to MegaMicro in 1972. has at best 


‚ been modestly profitable. Summary performance data for the years 1992 to 1996 is set out 


below: 


| Yearending304 — ; | 192 | 1993 | 1994 | 1995 | 1996 | 
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MM has 22,000 employees in 16 countries, principally in Europe. Members of the 
Lansford and Smith families were continuously involved in the management of the 
business from 1919 until 1974 and remain small shareholders. The company became a 
public company in 1937 and is traded on the London Stock Exchange. Its current stock 
market capitalisation (at 245p per share) is £607 million Just under 60% of the 
company's shares are owned by institutional shareholders. Phoenix Asset Management is 
the largest shareholder with about 1496 of the company's shares. It has built up this stake 
from about 6% over the past two years but there are now indications that it may become a 
seller: Other significant shareholders are Municipal Assurance (10%), Intemational 
Chemicals Pension Fund (8%) and Barston Investors (6%). 
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Nine months ago, Allan Gormly was appointed part-time chairman on the retirement of Sir 
Bernard Wilkinson, who had held the position for more than twenty years. Allan 
Gormly's belief that fresh blood is required at the head of the company led.to the early 
retirement of Adrian Browne, aged 56, the previous chief executive, who had spent his 
whole career with the company. The new chief executive, recruited by the chairman and 
with the company for about six months, is Jonathzn Fry, previously chief executive of 


‘Burmah Castrol The finance director 1s- Howard Evans, who joined from Courtaulds 


about 3 months ago. СМР is headed by Richard Stillwell, a highflyer from within the 


` company who was appointed to this job very recently. BLG's managing director, also 


recently appointed, 15 Rupert Soames, a 37 year old MBA who has been with the company 
in a variety of roles since 1992. He joined the board in May 1995. Judith Hanratty is 
с i او د‎ шы ша The heads of MMC and MMS 
are also on the board. 


Pe ES OF THE DIVISIONS 


Chemicals & Moulding Division (CMD) 


CMD is the largest division but achieves lower margins than the ofher diuisa The 
viability of this division In terms of MegaMicro's overall strategy has been questioned, and 


a restructuring plan in the past year to attempt to turn around the division has so far һай. 


little impact on the cost structure. Аз Bes above, a new managing director has 
recently been appointed. 


Engines Division (BLG) 


. BLG is the second largest division, normally representing 30% of the group's revenue and 


10% of pre-tax profits. The most significant issue facing this division are warranty claims 
on lorry engines produced in one of its plants, resulting in provisions, which in 1994 has 
put the division into loss. The cause was a fall m the quality of output apparently 
stemming from over-capacity working. Capital investment to alleviate the problem has 
been approved and is underway. There is also litigation pending in the US following the 
death of an American killed on a construction site in an accident involving an engine. The 
division’s management considers there is scope for significant improvement in profitability 
through selective acquisitions, and has a search underway to look for opportunities. 


Controls Division (MMC) 


MMC has achieved a sound position in the upper end of the market for process 
manufacturing and control systems. Growth in this market has been low m the past two 
years but the strategy of targeting niche markets has allowed the m 
successfully against larger rivals. 
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Services Division (MMS) 
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MMS is the strongest division at the moment, achieving 40% of the group's profit before 
tax from 20% of its turnover. In addition to providing engine overhaul, maintenance and 
financing of lorry fleets, the division is a primary provider of environmental planning and 


disposal services to transportation companies. 


1996 Summary Financial Information 
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DATE: 2 July 1996 ; _ 
TO: -' Audit Committee | 7 L 
| FROM: » ‘Howard Evans, Group Finance Director . | 
SUBJECT: алин Division ~ Warranty Provision for Off-Specification 
| Products 


The attached memorandum to me from Ronald Joyner, the Engines Division Controller, 
describes the investigation undertaken by the Division into its sales of off-specification 
engines. г 


The draft financial statements include а pre-tax charge of £53 million to cover the 
warranty costs that stem from this problem. 


АТМ BEPROGRAPHICS) 


We have been studying the Controller's recommendation on the accounting for this matter. 
We will review our recommendations with the audit committee on 4 July. 
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DATE: 13 June 1996 

TO: | .. Howard Evans, Group Finance Director 
FROM: ` Код Joyner, Controller - Engines Division 
SUBJECT: | Engines Division - Off-Specification Products 





Backeround 


Beginning in July 1995, we recognised that we were receiving an unusually large number 
of customer complaints and warranty claims in the Engines Division, specifically on 
engines manufactured at the Lyons plant In August 1995 we began a study of the 
problem. At that time, we established a £30 million special warranty provision to provide 


for the estimated costs resulting from the shipment of off-specification products from this 


plant. : 


Results of Study 


We analysed the customer complaints and warranty claims and noted that the claims 
appear to relate to truck engines produced at Lyons from January 1995 onwards. No other 
plants experienced an abnormally high level of complaints or claims. Accordingly, we 
decided to recall all truck engines produced at this plant dunng the months of December 
1994 to August 1995. Around 75% of engines produced in this period bave been either 
tested in the field by our engineers or returned to our plant for inspection. The results of 
analysis of approximately half of the recalled engines are shown below: 





115 clear from these results that the problem is confined to the репод from January to July 
1995. In this period, 40% of engines were found to be off-specification and of these 80% 


were found to be correctable. These conclusions are based on a sample of 5,100 engines 


tested and analysed and I believe they are reliable. 


Tli. 


Reasons for the failure | - 
There appear to be two causes of the problem: 


© Production volume requirements were continually increased by plant management 


beginning in May 1994. The plant had never produced engines at these target 
monthly volume levels in any other month during its history. 


e ` Quality control inspections were shortened and certain test results overridden by ` 
plant management. 


The underlying reason for this emphasis on increased shipments appears to be related to 
plant management’s desire to increase their incentive awards. Under the 1995 and 1996 
Engines Division incentives plan, plant management is evaluated based on their increase іп 
sales volume as compared to the prior year. | 


Management has taken the following steps to correct the problems: 


= The plant manager at Lyons has been dismissed and replaced by Је еу Mulligan 
from Leeds. | 


о Quality Control staff at Lyons has been upgraded and now reports to the 
Engineering Director along with the plant manager. Every engine must now be 
approved by both Quality Control and Engineering departments before shipment 15 
authorised. | 


° There will be no repetition of the 1995 and 1996 incentive plans. А new plan 15 
under study. 


Provision in the financial statements 
We have reviewed the adequacy of the provision established for this problem and believe | 


that the total amount provided of £53 million is reasonable under generally accepted 
accounting principles. The amount is calculated as follows: 


Truck Engine production 1 January to 31 July 1995: 


Values ^ . . £159,375,000 


Units 13,280 
Average price 12,000 


Total number of Off-specification Engines 


4096 of 13,280 5.312 


764 


а پیک کے و‎ a= s 
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amo Provision Spend to date 
£000 £000 
20% to be scrapped (1,062) units 
Sales value . 12,744 4,610 
80% to be reworked (4,250 units) - 
Rework cost per item £5,500 23,375 8.320 
Recall costs | - 5213 5,213 - 
Reorganisation provision 6,000 210 
Provision for consequential loss 6,000 50 
claims | | 
53,332 18,403 








The principal uncertzinties Не in the following numbers: 


Rework cost per item: 

Of the expected 4,250 engines to be ЖЕНТ 1,513 have been successfully corrected. 
The cost per item has varied significantly depending on the specific parts to be replaced. 
There 15 a risk that the engines reworked first were the ones which were easier to deal with 
and that, therefore, the eventual average will be higher than £5,500 per iter: 


Cost of scrapped items: 

The calculation assumes that — will ы а credit against all these items without the 
machine being replaced. We are in discussion with a number of customers on this issue 
end hope to reassure them on the quality of our current production. For the sake of 
prudence we are assuming no replacements. 


Reorganisation provision: 


Although mariagement' s immediate action appears to have greatly improved the situation ` 


it 15 expected that a fundamental reorganisation of working practices will be required in 
order to improve quality in general. Plans are at an early stage. The spending to даје 


against this item relates to. the plant manager's severance and the relocation of Jeffrey 


Mulligan. 


Proviston for consequential loss claims: ° 

No claims have yet been received, but we believe that it would be imprudent to assume 
that no claims be made. Some of these may be covered by our insurance and there has 
been some discussion with our lawyers on how best to protect our position. 


Whilst bearing in mind these uncertainties, I believe that the provision of £53 million 


represents a prudent estimate of the likely cost. 
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FOR AUDIT COMMITTEE MEETING: 4 APRIL 1998 
| From: The Wall Street Journal, 2 November 1997 | 


"BLG's Exploding Product Liability Woes" 


Hackensack NJ, 2 November 1997 - BLG Engines Inc., a wholly owned subsidiary of 
MegaMicro Plc of London, England, is the target of a $12 million suit by the estate of a 


man who was killed when an engine on the construction side where he was working 
exploded in flames. 


The suit alleges that the engine was defectively designed, with a gas line prone to 
stress-cracking and leakage placed too close to the hottest part of the manifold. 


According to the suit, BLG's management was aware of 6 similar accidents caused by 
this design flaw, several of which resulted in serious burns to the engines' users. One 


of those accidents led to a suit brought against MegaMicro in England in 1992. The 
company settled that complaint. | | 


The new suit alleges that BLG continued to manufacture and sell its engines without 


correcting the problem, and failed either to recall products that had already been sold 
or.to warn their owners and the public of the risk. 


Both BLG and its parent, MegaMicro, has no immediate comment on the suit, which 
claims 54 million in compensatory damages and at least $8 million in punitive 
damages. BLG has had a long-standing reputation for quality and has historically 
prided itself on it emphasis on ethics and integrity. However, securities analysts 
speculated that both BLG and its parent s reputation and operations culled be badly 
hurt if the suit is successful. The disputed engine design is common to a large portion 
of the off-highway product line, destined mainly for construction sites, manufactured 
by BLG at its plant in Augsburg, Germany, which last year sold an estimated 300,000 


engines. One the London Stock Exchange, MegaMicro’s shares yesterday closed at 
245p. down 12p. 


The MegaMicro suit is the latest in a series of actions against manufacturers who have 
allegedly ignored or covered up potentially fatal design problems. The most notorious 
such case in recent years involved Ford Motor Co., which admitted in 1978 to 
concealing a major design flaw in its Pinto rather than redesign the top selling car. 
General Motors has faced a similar situation in the outside mounting of gas tanks on its 
popular pick-up trucks. 
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PO Bax 695 Telephone 0171-311 1000 ; E V 
8 Salisbury Square Telex 8811541 KPMGLO G 
London EC4Y 888 Telefax 0171-311 3311 | 
» | DX 38050 Blackfriars . = 
Š 
: | =. 
Mr Nigel Stapleton 5 
Chairman, Audit Committee СЭ 
MegaMicro PLC - О 
15 Whig Street = 
London. x 
SW2 LAL £ 
| _ Contact James Conway a 
= 0171-311 3234 < 
27 June 1996 = 
Dear Sir 


Audit for the year ended 30 April 1996 


We attach our highlights memorandum which summarises the issues arising from the audit of 
the MegaMicro group for the year ended 30 April 1996. This letter brings out some of the 
more important issues raised in the memorandum. 


Warranty provision 


The abnormal level of warranty claims faced by the Engines Division due to ofí- _ 
specification production at the Lyon plant is the subject of а separate paper to the board | 

from Howard Evans. The £53 million provision set up for the costs arising from the off- 

specification production is the most significant area of judgement affecting the 1996 

&nanciz! statements. We have reviewed the levei of tbe provision.as part of the audit апа сиг 


conclusions are as follows: 


£41 million of the provision is based on extensive detailed analysis of the results ог 


the engine recall programme. Although the cost of reworking may be understated — - 


(due to bias in the sample reworked to date) there is also likely to be an 
overstatement of the cost of scrapped engines: the provision has been calculated ‘on 
the basis that the sales value for scrapped engines will be refunded, whereas it is 
likely that in many cases the engines will be replaced. In the latter case the loss to 
the company would represent only the cost of the engines and not their sales value. 


The remaining £12 million of the provision is a broad estimate of possible losses and 
costs which have yet to crystallise. Our assessment suggests that the estimates are 
prudent, though the directors should recognise the risk that consequential loss claims 
may exceed the amount provided. an 


(da 


| 
| 
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Page 2 


The provision of £30 million included in the half year statement was based on the initial 
results of the engine recall programme without any provision for reorganisation or 
consequential loss claims. The increase since then has been as follows: 


£m 


Consequential loss provision 
Reorganisation provision 
.. Increase in estimated cost of scrapped engines. 
(gross margin on scrapped engines) 
Increase in estimated cost of reworkins 


Cs Ch 


|] <a 


Increase in provision 


Only the last of these is clearly based on further information not available at the half year. 
Ihe other increases are based on a change in management’s judgement of the exposure. It 
15 important that a clear explanation of this increase is presented to analysts and institutional 
investors. | 


Disclosure of warranty provision charge 


We concur with management's view that the charge for the warranty provision should be 
Shown as an exceptional item. It is clearly material, and its separate disclosure is necessary 
for readers of the financial statements to gain an understanding of the performance for the 
year. 


Internal control implications of off-specification production 

Management has taken swift action to deal with the production problems in the Lyon plant. 
There are, however, wider implications for the controls over the production processes in the 
Engines division. The ability of management at the plant to override the results of quality 
control procedures and to restrict the scope of quality control inspections is of particular 
concern. 


d 


The directors should give consideration to centralising the quality control function so that 
the reporting line is not through the plant manaser. This step has already been taken in 
respect of the Lyon plant. | 5 


The statement on internal controls in the annual report does not refer to the failure of 
controls leading to the quality problems. Under Cadbury the statement is required to refer 
to cases where “weaknesses in internal financial control have resulted in material losses” In 
. our view the failure is one of ncn-financial controls and we therefore concur with 
management's decision that it need not be referred to in the statement. | 
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Agent's commission payment by Polish subsidiary 


We identified one payment to an agent in Russia for which local management has not 
provided sufficient explanation. The payment of £200,000 relates to an £11.5 million 
polypropylene supply contract to a public sector client in St Petersburg. Local management 
has stated that this was a commission payment to an agent who introduced MegaMicro to the 
client. We were not fully satisfied with local management's explanarions because: 


e  . the commission payment was made to an individual 
° payment was made to a bank account in Switzerland 
© commission payments of this type are rarely made by the division. 


The evidence points to this payment being an inducement to an official in a position to 
influence the granting of the contract. Such payments to foreign officials are not Шега! 
under UK law, but in our opinion they expose the group to significant risks, including that 
of serious damage to the group’s reputation should the transaction become publicly known. 
While the amount in question is not material to the financial statements it raises questions 
about the extent of central control of such activities. 


We recommend that the group develop an ethical code which among other provisions 
controls the payment of inducements of this-type. All members of management should be 
required to confirm their compliance with the code annually and internal auditors should be 
alert to signs of such activity during their visits to the locations. ы 


Carrying value of assets in financtal statements 
It is a requirement of generally accepted accounting principles that fixed assets should not 
be carried at more than their recoverable amount. The recoverable amount is the lesser of 


the sale value and the discounted cash flows which can be earned from the asset. 


Our review of the major facilities in the Chemicals Division, whose low profitability points to 
the necessity of such a review, did not identify any material shortfalls. However, the cash 


flow forecasts which were made available to us for this review assumed continuing 


production for the foreseeable future and the valuation is sensitive to the steady state cash 
flow after the end of the budget period. If any decisions are taken to rationalise production 


‚ their implications for the carrying value of plant should be taken into account. 


Going concern 


In our opinion the statement in the annual report about the going concern status of the 
group should be considered by the board as a whole. We should like to obtain a better 
understanding of the plans of the directors for the business before reaching a conclusion on 


this issue. | 


Conclusion 


Assuming that the results of our review of the going сопсеш status of the company 
following the directors’ review are satisfactory we expect to issue an unqualified opinion on 


№ 
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the financial statements. 
We should like to take this opportunity to record our appreciation for the co-operation and 
assistance extended to us throughout the audit by Howard Evans and his team. 


Yours faithfully 
= Kec. 
KPMG i 


ЄС: | 
Directors of MegaMicro Plc 
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49 NATIONS AGREE 
TU OUTLAW BRIBING 
FOREIGN OFFICIALS 


RATIF ICATION 1S REQUIRED 








Washington-Backed Initiative 
a Seen Helping American 
„ара Compete . 
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Ву EDMUND і. ANDREWS . 


JFRANKFURT, ‘Nov. 20 E iter 
years- of lobbying by the United 
States, the world's industrialized 
countries formally agreed today to a 
treaty that would outlaw the practice 
of bribing foreign government offi- 
cials. 

The treaty, negotiated in Paris by 
29 countries that belong to the Organ- 
ization for Economic Cooperation 
and Development, marks a victory 
for the United States, which outlawed 
foreign bribery 20 years ago but until 
now had never persuaded European 


and Japanese governments to follow . 


suit. 


American companies have com- : 


plained for years that they lose bil- 
lions of dollars in contracts every 
year to rivals that bribe their way to 
success Overseas. Until recently, 
| most other industrial countries had 
discreetly balked at outlawing for- 
| eign bribery — indeed some had 
even permitted corporations to take 
a tax deduction for it — arguing that 
corrupt government officials were 





| an unsavory but unavoidable fixture | 


: of doing international business. 
| While outlawing bribery might 
| seem as straightforward as being 
against sin, this treaty was only 
| reached after long and prickly nego- 
| tiations over the legal niceties of a 
black art. Last May, the O.E.C.D. 
countries agreed in principle to a 
bribery ban. Since then the countries 
have been defining precisely what 
kind of government officials should 
| be covered. 

The treaty's central provisions 
would, for the first time, force coun- 
tries to prosecute corporations for 
paying bribes to foreign government 
officials in the same way that brib- 
ery of their own officials is illegal. 

It would also outlaw most pay- 





Continued on Page D2 








New York Times, 11/21/97 
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New York Times, 11/21/97(cont'd) 





| O.E.C.D. Nations Agree to Outlaw Bribes to Е w Officials 


Continued From Page A1 “rected at the supply side of corrup- But the O.E.C.D. negotiations over 


tion," said Fritz Heiman, counselor the last three days were nonetheless 
to the General Electric Company  arduous, boiling down to three main 


ing that the treaty would conflit 
with the way parliamentarians ar 
treated within their own countrie: 








ments to members of parliament, 


d Alli. 
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something that Germany, Austria 


апа Finland had resisted because it 
| went beyond the laws in their own | 


countries. In Germany, for example, 
it is permissible to make payments 
to Members of Parliament so long as 
the money is not directly tied to a 
vote. Ы 

Advocates of tough anti-bribery 


measures cautioned that the new; 


treaty could prove a disappointment. 
For one thing, it would not outlaw 
mest payments. to political party 
leaders, even though party politi- 
cians are often central decision mak- 


‚ ег; about government policy or sim- | 


ply proxies for actual 
officials. 
The treaty is also narrower than 


government 


| the United States had originally pro- 


posed when negotiations got under 
way more than a year ago. From the 
start, the United States wanted: gov- 
ernments to embrace a detailed set 


of practical recommendations that : 


would make bribery more difficult to 
disguise on corporate books and 
more costly if discovered. The treaty 
hammered out tonight focuses on 
defining crimes while merely allud- 
ing to an array of measures that 
governments may “consider” in po- 
licing bribery. One possibility is that 
a company found guilty of paying a 
bribe might be excluded from bid- 
ding on contracts awarded by its own 
government. 

“Everyone should recognize that 
this is only one tool in a whole tool kit 
of measures to deal with. corrup- 
tion," said Peter Eigen, chairman of 
Transparency International, a non- 
profit organization in Berlin that is 
supported by multinational corpora- 
tions and has lobbied for the strictest 
possible measures. “Ме are afraid 
that countries will say they have 
agreed to the criminal measures and 
then leave the matter at that," Mr. 
Eigen said. M. 

Nevertheless, even Skeptics said 
the treaty marked an important 


breakthrough. Once ratified by indi- 


vidual governments, it would be- 
come a legally binding agreement. 
However, there was still disagree- 
ment tonight over how many coun- 
tries would have to approve the trea- 
ty before it went into effect. The 
nations have agreed to present it to 
their parliaments for a vote by next 
April and hope to change their laws 
so that it would be effective by the 
end of 1998, 

"This is the most important anti- 


| corruption initiative yet that is di- 





— 


and head of Transparency Interna- 
tional's American chapter. He said 


questions. First, to what extent are 
executives at state-owned or state- 


| passed in 1977. 





the treaty today grew out of Ameri- ' controlled companies considered 
ca's experience with the Foreign “public officials?" The issue was 
Corrupt Practices Act, which was crucial, because many of the biggest 
contracts involve sales to state-con- 
In the early years after the law  trolled telephone companies, air- 
was enacted, several dozen Ameri- lines, railroads and utilities. 
can companies were charged with American negotiators successfully 
violating the anti-bribery law but по argued that the bribery ban should 
chief executive has been convicted. ^ include any company in which a gov- 
Critics.say the ЕРО] Govern-! спи owns more than 50 percent 
ment has raised relatively few cases, o But E n negotia- 
though as recently as'1995 thé Ecka.. ~- T WE SN EE 
heed Corporation pleaded guilty a | 
bribing an Egyptian legislator to win = p. e ; | 
а $79 million sale of transport plans. : Political party 





| Lockheed agreed to pay a $248 mil- 
lion penalty. 


leaders will still be 
.able to receive 


With more and more American 
corporations having expanded into 
developing markets in Asia, where 


‘bribes are common, the Justice De- Poen 


partment said it had beefed up its 
investigations; legal experts contend 
that the Government has not been: 





| that aggressive lately. In fact, the jrors argued that a public official 
| Justice Department has issued inter- 


should also be engaged in some kind 


pretations of the law that have given | + “public function." According to 


business more leeway in doing x 
in foreign countries even with | . ni 
эел ий айкын of heads of state. p ње of anonymity, the 
For their part, business executives TAY defines these para-statal 
say the treaty agreed to today rè- COMPanies primarily on the basis of 
flects growing support for anti-brib- Whether a government either owns 
егу initiatives among corporations in ОГ effectively controls the organiza- 


| Europe and Japan that have openly ЧОП. 


opposed the idea. Some of Europe's The second issue was whether the 
leading industrial corporations, in- treaty should cover elected legisla- 
cluding. а few that have been em- tors or members of parliament. Most 
broiled in recent allegations of brib-countries agreed that legislators 
ery, have spoken out in favor ofshould be- covered. But Germany, 
tougher measures and on the in-Austria and Finland objected, argu- 
creasingly corrosive effect of cor- 
ruption. . 

Some companies have been acute- 
ly embarrassed by allegations of se- 
rious bribery. Last year, five compa- 
nies, including Siemens A.G. of Ger- 
many, were accused of paying mil- 
lions of dollars to a Government offi- 
cial in Singapore to win a big con- 
tract to supply telecommunications 
equipment. Singapore prohibited all , 
five companies from doing business" 
with its Government. 


merican officials, who spoke го- - 


American officials said tonight thz 
the. treaty now clearly include 
members of parliament. 

But the United States failed to ge 
its way оп the question of whether ; 
treaty should cover payments to рс 
litical parties. Most countries refus. 
to support the American demanc 
arguing that the line between lega 
political contributions and illega 
bribery is too murky. American busi 
ness executives’ acknowledged 


, Moreover, that the issue was hardly 


Clear in the United States, where 
Washington has itself been engulfec 
in allegations about huge “‘soft mon. 
еу” contributions to the Democratic 


` and Republican parties. 


Another question that remains un 
clear is whether countries will in fac: 
prohibit corporations from writing 
off bribes as tax-deductible ex. 
penses, as is now permitted in many 
countries. Last May, members of the 
O.E.C.D. pledged to stop that prac- 
tice, but a number of countries insist- 
ed on waiting until the new treaty 
actually defined foreign bribes as a 
crime. 

The new treaty is supposed to set- 
tle lingering questions about the tax 
deductibility of bribes, but it may 
not. Mr. Eigen, as well as some 
American executives, said that com- 
panies might only be blocked from 
payments that were identified and 
prosecuted as criminal bribes. If 
companies simply account for bribes 
as "commissions" or “consulting 
fees," and auditors do not investigate 
the payments more closely, they 
could skirt the rules, 


MEGAMICRO PLC 
REMUNERATIONS AND APPOINTMENTS COMMITTEE 


AGENDA 
April 8, 1998 


1. Board Size and Composition 

IL. CEO and Board Performance Evaluation 

III. Effect of warranty provision on 1997 incentive plan 
IV. Performance Incentive Schemes in the Future 

V. Share option plan 
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The гетипега оп committee 


To avold potential conflicts of intereat, Boards of Directors 
should set up remuneration committees pf Non-Executive 
Directora to determine on thelr behalf, and on behalf of tho 
shareholdora, within agreed terms of reference, the coin- 
pany's polloy on executive ramuneration and specific remu- 
neration packages for each of the Executive Directors, 


including pension rights and any compensation payments. 


(paragraphs 4.3 — 4.7). 


Remuneration committee Chairmen should account directly 
to the shareholders through the moans apecificd in this Code 
for the decisions thelr committees reach (paragraph 4.4). 


Where necessnry, companion! Articles of Association should 
be amended to enable remuneration commitices to discharge 
these functions on hehalf of the Board (paragraph 4.3). 


Remunoratlon committees should consist exclusively of Non- 
Executive Directora with no personal financial interest other 
than as sharoholdors in tho matters to he decided, no poten- 
tial conflicts of interest arising from croga-directorshipa and 
no day-to-day involvement in running the business 
(paragraphs 4,8 and 4.11). . 


The members of the remuneration committee should be 
listed each year In tha commitico's горот to shareholders 
(81 below). When they stand for re-election, the proxy 
cards should indicato thelr membership of the committee 
(paragraphs 4,32 and 5.25). 


The Board Нос ahould dotermine tho remuneration of the 
Non-Executive Directora, including members of the remu- 
neration committee, within tho limita set in the Articles of 
Association (paragraph 4.13). 


Remuneration committees should consult tho company 
Chalrman and/or Chief Executive about thelr proposals and 
have access 10 professional advice Inside and outside the 
company (paragraphe 4.14 — 4.11). 


The remuneration committee Chairman should attend the 
‚ company's Annual General Meeting (AGM) to answer share- 
holders’ questions about Directors! remuneration and 
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Code of Best Practice 


should апайга that the company maintains contact ав 
raqulrod with lis prlneipul аһа reholdors about remunora= 
оп ћи the same way as for other mattérs (paragraph 5.2T). . 


‘The committee's annual report to shareholders (B1 below) 
should not he а standard Кет of agenda for AGMs, But the 
committee should consider each year whether the clrcum- 
stances ага such that the AGM should ђе invited to approve 


the policy set out In thelr report and should minute thelr, | 


conclusions (paragraphe 5.28 — 5.32). 


Disclosure and approval provisions 


усаг to the shareholders on behalf of the Board. The report 
should form part of, or be annexed to, the company’s 


Annual Report and Accounts. It should be the main vehicle. 


through which the company necounts to shareholders for’ 
Directora! romuncration (paragraph 5.4). 


Tho raport should set out the Company's policy on executive 
Directors’ remuneration, Including lovels, comparator 


groups of companies, individual components, performance `, : 


criterla and measurement, pension provision, contracts of 
service and compensation commitments on early terminn- 
(lon (paragraphe 5.5 ~ 5.7), і s ta 
The report should stato that, In framing its remuneration. 
policy, the committee has given full consideration to the best 
practico proviélone set out in sections C and D below 
(paragraph 5.25), 


т 


The report should also Include full detalla of all elemente Їп. 


tle remuneration package of each individual Director hy 
пото, auch as heic salary, benefits in kind, annual bonuses 
nnd long-term Incentive schomes. Including share -optlons 
(paragraphs 5.8 ~ 5.12). E. 0 


Information on share options, Including SAYE options; 
should be glven for each Director in accordance with the 
recomniendationa of the Accounting Standards Board's 
Urgent Issues Task Forco Abstract 10 and ite successors 
(paragraphe 5,13 - 5.16). | ait. 


If grants under executive share option or other long-term 
incentive schemes are awarded in one large block rather . 


than phased, the report should explain and justify. 
(paragraph 6.29). | MEL 5 15 


Tho remuneration committee should mako а report each - 
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Also Воно инвен In tha report яо tre pension ШИ ШШ 
onrnod by ouch Individual а си (тиш year, они 
lated on a ома to ho recommended hy the Fueulty of Aetunvicx 
nni the Instituta of Actuaries (paragraphs 5.17 5.21). 
If annual honuses or benefits In. kin! are pensionable the 
report should explain nnel justify (paragraph 6,44). 


Tho amounts racelvod by, and commitments made to, слећ 
Director under B4, 05 and 07 should ho subject to nudit 
(paragraph 5.4), 


Any service contracts which provide Гог, or imply, notice peri 
oda In excess of ono year (ov any provisions for predetermined 
сотропа ом on termination whieh exceed una your's ашигу 


and benefita) should ba disclosed and tho vensona for the 


longer по се рег а explained (paragvayh 7,13). 


Shareholdings and other relevant huüsinoss interests anal 
notivities of thu Directora ahould continua to ba diselosed ns 
required in. tho Companion Леле and London Stock 


Exchange Listing Mules (paragraph 5,24), 


Shareholders ahould ћи Invitod apecifically to approve ull 
now long-term Incentlye achemes (including ahuve option 
schemes) whether payable: In сав or shires In which 
Diractors and amlar executives will purtleipate which poten- 
tially commit sharcholdera’ funda over more than ane yen 


ov dilute the equity (paragraph 5,33), 


Remuneration policy 


Remuneration committens muat pravide the packages 
neciled to attract, retaln und motivate Directors of the qual- . 
* Му requirad but should avold paying more than 13 necessary: · 


for thia purpose (paragraphs 6,5 ~ 6,7). 


Remuneration comnlttoes should judge where to pusition 
thelr company relative to othor companies, Thay should be 
aware what other comparable companies aro paying and 
should take necount of relative parfnrninnaa (paragraphs 


6.11-6.12). 


Remuneration committees should bo лепа ув to tho wider, 
scene, including pay and omployment conditions elsewhevo 
In the company, capcelnlly when determining annual salury 
. inerenses (paragraph 6,18), i 
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C4 Tha porformanco-rolutad nleninnta af remunaratlon они 
ho donlgned ta ан the intereat of Directors and share- 
holdors and to Elva Directora koen incentives to perform al 
. tha highest levela (paragraph 6,16), |. Рига 
is. 


C5 ‚ ЦотипогаНом committcos should consider whether their 
Directors should bo eligible for annual bonuses, If во, рег- 
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MEMORANDUM FOR THE REMUNERATION COMMITTEE 
FROM: JOE PARKER, HEAD OF HUMAN RESOURCES 


MEGAMICRO PLC 


ANNUAL INCENTIVE PLAN: 1997 TREATMENT OF SPECIAL CHARGE 


SUMMARY 


Issue 

As a result of an unforeseen and unbudgeted provision for future warranty expenses 
related to the Engines Division, the earnings threshold for generating incentive awards 
throughout the Company will not be achieved ш 199% The consequence will be that the 
105 participants m the plan will receive no incentive remuneration. In previous years, . 
incentive awards have averaged about 31% of salary. 


Management Recommendation 


In order to avoid creating, a situation where management remuneration levels are below 
competitive and historical norms, it 15 recommended that £40 million of the total £53 
million provision for warranty expenses be added back to incentive plan earnings. There 
is a precedent of doing this. In 1991, а non recurring charge of £20 million was added 
back to 1nGentrve plan earnings to permit distribution of 100% of the incentive pool. 


FACTS 


Plan Design 

Although each division has authority to establish its own incentive programme within its 
share of the pool, the total pool available is governed by overall corporate performance. 
Since 1985, when the scheme was established, a 100% pool is generated if actual profits 
before tax achieve goal/budget. As the following table shows, no incentive pool is 
generated if profits before tax fall below 80% of budget, and a 20% pool is generated by 
80% achievement of budget. Profits before tax in excess of budget generate pools of over 


100%. 
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Annual PBT as Compared to бави с 
<80% 80% | 100% 120% _. 130%> 


Роо! 0% 20% 100% 125% 140% 


The amount of а 100% pool is equivalent to 3076 of the total salary costs of the 105 
participants in the scheme, as follows: š 


° MegaMıcro total wages and salaries £421 million 
o Total salary costs of the 105 plan participants . £6,300,000 
° — Total 100% pool (30% of salaries) .' £1,890,000 


Impact of Recommendation 


The £53 million provision will reduce PBT to 65% of goal/budget, 15% below the 

threshold that would tigger an incentive award. Without the provision, PBT would have 

been 100% of budget Adding back £40 million results in a PBT at 88% of budget for 

1994, thus establishing a pool of 52%. Since 1990, the size of the pool in previous years => 
has varied between 98 and 120%. ! 


Unless a significant proportion of the £53 million provision is written back, incentive plan 
participants, given the way the pool is calculated, would on average suffer significant 
reductions in total earnings from earlier years. The consequence of poor craftsmanship on 
the shop floor in one of Engine Division's plant could therefore jeopardise the already 
difficult task of retaining good management personnel right across the company, 
particularly in our two most profitable and successful divisions. 


H the remuneration committee approves to exclude the provision on the basis outlined 
above, the incentive plan will, as mentioned above, gerierate an aggregate pool of 52%. A 
preliminary estimate of the pools for corporate and divisional allocations (expressed as a 
percentage of each unit's own target pool) are; 


Corporate 8096 
Chemicals & Moulding Division 31% 
Engines Division | 29% 
Controls Division | 69% š 


MegaMicro Services 79% 
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MEMORANDUM FOR THE REMUNERATION COMMITTEE 
FROM: JONATHAN FRY, CHIEF EXECUTIVE 


1. 


MEGAMICRO PLC 


PERFORMANCE INCENTIVE SCHEMES IN THE FUTURE 


Currently 105 directors and managers are included in MegaMicro's performance. 


plan. The operation of the plan in 1996/7 has revealed a number of significant 
shortcomings: | | ' 


The plan is company wide, and the amount available for distribution 15 governed by 


overall company performance. As the committee is aware, the impact of the 


warranty provision in respect of Engines Division, if not written back, would be to 
wipe out the entire incentive pool. The consequence in these circumstances is that 
nobody would receive incentive payments, even those executives who are employed 
in the company's most successful and profitable divisions and are performing well. 


Incentive awards in MegaMicro have come to be regarded in recent years as part of 
the basic salary package, and are not considered a reward for good performance. 

They are triggered , albeit at a modest level, once PBT reaches 8076 of budget, and а 
100% pool is generated when budget is achieved. In the past 6 years, the size of the 
pool has never fallen below 98% and never exceeded 120%. Average incentive 


awards have been between 28% and 33% of salary, with very little variation around | 


the mean 


Although the situation ‘vanes between divisions, and within divisis between 


locations, information available to Human Resources indicates that the Company's 
salary levels are generally below those paid for equivalent jobs, both in competitive 
industries and in the same geographical areas. This is particularly the case m 
Controls Division and Services Division, and at company locations in all divisions in 
France and Germany. 


Within their share of the total pool, individual divisions have considerable flexibility 
to establish their-own incentive arrangements. The recent experience of Engines 
Division, where incentives for plant management were related to increases in sales 
volume with a subsequent adverse impact on quality, is an indication of how counter 
productive a badly designed scheme can be. 
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м 2. Given this situation, management believes that significant changes are needed in 
PU the way MegaMácro determines and allocates performance incentive awards. The views 
= of the Remuneration Committee are sought on the basic principles to be followed in 

developing performance related incentives that are better adapted (о MegaMicro's 

situation. Human Resources have put forward the following proposals: 


e — Amanagers basic salary should provide adequate reward for standard performance, 
which normally would be defined as achievement of budget or its equivalent To 
cam an incentive award over and above basic Salary requires better than standard 
performance and the achievement of specific predetermined goals. 

° А corollary of adopting this principle will be a salary increase for Inost, if not all the 
100 plus managers in the incentive plan to bring them in line with the market 
Because, however, we will be substituting salary for what has previously been paid 
as incentive, personnel costs will not be significantly higher. 


° We should to move away from ге!айпр the size of the pool for incentive awards to’ 
| Overall company performance, and instead give each division authority to devise its 


° In due course annual performance related incentives should be discontinued for 
| executive directors. In time, probably beginning in 199%, we would propose for this 
group a scheme that is related to total shareholder return, and which bases the 
performance related award, probably payable at least 5094 in the form of restricted 
Shares, on comparative performance over a 3 or 4 year period with a selected group 

of competitors. | 


• the short term, however, with a new management team in place that is focused on 
bringing order into the company and defining a strategy for the future, a scheme of 
this kind is probably inappropriate. We would, therefore, propose that for the next 
two years awards for executive directors, including the Chief Executive, be related to 
Specific business based objectives that reflect their individual responsibilities. They 
should be payable, at least in part, in the form of restricted shares | 


~ 


Hi 


E3 


We would advocate retention of the existing share option scheme as a means of 
aligning managers! interests with those of shareholders and of accumulating capital. 
It will, however, be necessary to introduce performance measures that must be 
achieved before options can be exercised — 
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FROM: JOE PARKER, HEAD OF HUMAN RESOURCES 


MEMORANDUM FOR THE 
REMUNERATION COMMITTEE: 


SHARE OPTION PLAN 


SUMMARY 


At present, share options are MegaMicro's only long term incentive programme, and 
represent the company's only way of enabling executives to fund share ownership and 
provide for capital accumulation. The recent significant decline in share price has the 
consequence that all options granted over the past four years, are now underwater. This 
creates a problem with regard to both incentive and ownership goals. 


Planning for 1992/S0ption grants is beginning now. Given MegaMicro's present situation 
there appears to be three possible courses of action. | 


• Do nothing and stay the course, using the same rules as in the past to determine 


awards. 

° To the extent feasible, accelerate awards and Increase their size in relation to 
salaries. 

ө Cancel and reissue options. 


Guidance is sought from the Remuneration Committee on which course of action to 
pursue. 


BACKGROUND 


MegaMicro has used a share option programme to link the interest of management to those 
of the shareholders since the mid 1980s. For the first several years, participation in the 
programme was limited to executive directors and a small number of other senior 
managers who reported to the Chief Executive. In 1988, the programme was modified and 
expanded to include a larger group of managers considered to be key contributors to the 
Company's fortunes. 35 managers now have options in the company. Fora number of 
participants eligibility for the scheme appears to be as important as any gains that might be 
 eamed over time. 


` MegaMicro's share price in the four years from 1991 to 1994 has fluctuated in the 314p to 


482p range. Options in these years were awarded at prices between 360p and 420p. With 
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the share price standing at 245p all these options are now significantly underwater. Even ` 


those options awarded in 1995/96, of which the most important beneficiaries were 
Jonathan Fry, Howard Evans, Richard Stillwell and Rupert Soames were awarded at 250p, 
5p over the present price. 


The Human Resources department are about to begin planning for 1996/7 share option 


‚ .awards. Given the situation described above, the department 15 seeking the Committee's 


guidance on the appropriate course of action to adopt. 
Do Nothing and Stay the Course 


The information available to Human Resources indicates that most companies in similar 
situations where options are underwater take no action to modify their programme. 

However, cases do exist of companies that have cancelled options and replaced them with 
options having a lower exercise price. The view generally held 15 that making changes to 
an option programme because the share price has fallen violates the purpose of a scheme 


intended to provide a longer term incentive, could possibly lead to objections from 


shareholders and may also give rise to "fairness" considerations. 


Accelerate Awards and Increase their Size 


In the past, MegaMicro's policy has been to award options during the last quarter of the - 


nancial year, and to use a "grant multiple" approach which aliens the number of options 
awarded to a specific percentage of salary, having taken account of the share price at the 
time of grant. This means that for a given salary, the number of options granted when the 
share price is low is proportionally greater than when the share price is high. For example, 
to deliver £20,000 of value, 10,000 options must be awarded at 200p per share compared 
with 16,670 options at 120p per share. In addition, it has been the practice to allocate 
options according to strict guidelines whereby everyone on the same salary 1s awarded the 
same number of options, regardless of performance. Also, the higher the salary, the higher 
the proportion of salary awarded as options. | 


Human Resources believe there is a case for accelerating this year's awards and to make 
them early in the financial year in order to take advantage of the present low price, by this 
means ensuring that maximum value is delivered to participants. Furthermore, given the 
substantial number of options that remain unissued under the current scheme, there may 
also be a case for changing the guidelines used in previous years to permit an award 
selectively to high performers of a higher proportion of salary. | 


Cancel and Reissue Options 


Another alternative would be to cancel past option awards and to reissue new options at 
today's lower share price in such a way that the option holder is neither advantaged nor 
disadvantaged. This course of action involves use of the Black-Scholes modei* which 
calculates the "expected value" of an option. The model shows that an underwater share 
option can.still have an expected value. Therefore, by establishing a relationship between 


"ng i 


old and reissued new options, it is possible to be quantitatively neutral айег cancellation 
and reissue. The consequence would be the replacement of the cancelled options by 
significantly fewer new options. 


The advantages of this approach are that the individual is kept whole, the shareholder. 


protected and shareholder dilution decreased. The main disadvantages are the difficulties 
involved in explaining and communicating the underlying concept, and the fact that 
cancellation and reissuance undermines the purpose of a long term incentive plan which 1s 
designed with an element of risk in mind. It does, however, allow a board of directors to 
cancel and reissue options without advantaging management in a way that copes with the 
issues of lost motivation and lost retention handcuffs. 


` * The Black-Scholes option pricing model is a technique in use among financial analysts, . 


particularly on Wall Street, and academics. It calculates the “expected value” of an option 


at today's price, compares it with the "expected value" at the old price, and amives at a 


relationship between the two as a basis for determining how many options at today's price 
would quantitatively replace the old options. 
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Set New ‘Repricings’ of Executive 


HEARD I 


By E.S. BROWNING 
And LAURA JERESKI 
Staff Reporters of THE WALL STREET JOURNAL 
Stock options have enriched thousands 
of corporate executives in this 64-year-old 
bull market, as the executives cashed in on 
the right to buy shares at bargain prices 
after their companies' stocks soared. 
But what about companies whose 
shares have plunged, falling below the 


„ prices at which executives could exercise ` = 


- their options #0 Биу2. At those companies, 
such as Mentor Graphics, Sync Research, 
Intuit and C-Cube Microsystems, you'd 
expect to see employees bemoaning their 
inability to cash in. 

You'd be wrong. These companies and 
many others have found a simple way to 
upgrade worthless stock options into po- 
tentia! money spinners. Directors simply 
| lower the options' exercise prices to the 
| stock's current price level. Presto! The 
options can soon be back in the money 
again. It doesn't matter if the stock ever 
returns to the levels where the options 
were originally issued. As long as it goes ` 
. UP at all, employees can cash in. 

Take look at Mentor Graphics. By last 
November, its stock had sunk 66% from its 
year-earlier high of 22% to its lowest 
level since 1992. So any options granted 
Since 1992 would have been out of the 
money. No problem. The Wilsonville, Ore., 
software company simply cut the exercise 
price for all employees, including its chief 
executive, to the then-market price of 7%. 

Although the repricing delayed execu- 
tives' right to exercise the options for two 

years, the options are back in the money. 
The stock, while stil depressed, has 
climbed back to a closing price yesterday 

` of 8 1/16. But while the executives may 
have gained a more immediate chance to 
profit,-some shareholders weren't thrilled 
at the maneuver. 

The repricing “‘did not sit very well with 
the state of Wisconsin," acknowledges 
Dean Freed, Mentor Graphics’ general 
counsel. The Wisconsin state pension fund, 
which owns just under 10% of Mentor 
stock, threatened to submit a shareholder 
proposal contesting the board action. After 
protracted negotiations, the company in 
March agreed not to reprice in the future 
without shareholder approval, and Wiscon- 
sin withdrew its p ш, 

RJR Nabisco made a similar commit- 
ment in February, approved by sharehold- 
ers April 16, under pressure from the 
investment arm of the Teamsters union. 
And Keith Johnson, general counsel of the 
State of Wisconsin Investment Board, says 
the Wisconsin board has wrested similar 
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ihe. — — Repriced 3.5 million options in September. With the stock now still lower, 
ems => а spokeswoman says “it would not be out of the 
=== ‘to be considering" doing it again. 


utives for taking companies forward. Why 
Kopp, whose 


Advisors of Edina, Minn., manages $ 


corporate affairs, calls repricing “the most 
heinous h isy” in executive compen- 
sation. “Options declare that if the com- 
pany wins, you win. Options repricing 
declares that if the company loses, you still 
win," he says. 

But companies, especially technology 
companies fighting to retain speciali 
engineers, technicians and sales people, 
Say they haven't any choice if they want to 
keep valuable employees from jumping to 
competitors. 

Mentor Graphics' Mr. Freed said a lot 
of Mentor's investors were actually asking 
the company to reprice in order to keep 
employees. “When the stock goes from 15 
to 8 and there are a lot of employees with 
options between 13 and 15, you dón't have 
much retention," he said. “That's why the 
board felt the company had to act immedi- 
ately when the stock stayed down for a 


With many stocks still below their 
levels of a year ago, a growing number of 
companies are repricing options. The 
Council of Institutional Investors, a Wash- 


| ington group that represents more than 100 


large corporate, union and public pension 
funds, says that at least six companies 
whose stocks are in Standard & Poor's 
300-stock index have announced repricings 
in the past year, including Advanced Micro 
Devices, Applied Materials, Harrah's En- 
tertainment, Kmart, LSI Logic and Tan- 
dem Computers. | 






"Incentives are built in to reward exec. | 52000 practices 


GI 117327 







+ In November offered employees, including СЕО, two new options, ЈЕ 
‚ ata lower price, for every three higher-priced ones. 


45" 


ordinary for management 


BEC APTE UTE 


| tech companies, San Francisco compensa- 
tion consultant WestWard Pay Strategies 
found that 21 companies had repriced 
| options for all employees including top 

executives. An additional 13 repriced op- 


| üons held by employees below the top 
rank: 


But some investors say that, even if 
their holding is diluted more by the exer- 
Cise of the repriced options, they support 

, the idea as a means of keeping the com- 
pany strong. | 

"If you don't do this kind of thing to 
keep your people you won't have to worry 
about dilution — you won't have a stock,” 
says money manager Michael Holland of 
New York's Holland & Co. 

. Explains J. Phillip Russell, chief finan- 
cial officer of integrated-circuit maker 
Micro Linear of San Jose, Calif., which 
repriced options last year, ‘‘Out here in the 
valley, stock options tend to be granted on 
a lot wider scale than I think back your 
way. In our case, we can't attract engi- 
neers without granting stock options.” 

Adds Matt Ward of WestWard, “People 
are the only edge you have. It's in share- 
holders’ interest to retain employees.” 

Mr. Naylor of the Teamsters says he 
questions how talented the staff is, if the 
stock has sunk low enough to spark a 


repricing. But even he adds that what 


really sparks his ire is when the chief 
‘executive or other senior executives cash 
in. "T think there is a fairer argument for 
it, the closer you get to the rank and file, 
the worker bees," he says. : 

Mentor Graphics' November repricing 
worked out particularly well for Chief 
Executive -Officer Walden Rhines. Only 

. Seven months before, when the stock was 
13%, he had received ‘options’ (ог 300,000 


es, exercisable. at (бај -stock -price. 
AIMER Che stock continued its protracted 
dive, Mr."Rhines was &ble to swap those 
options — and another 100,000 granted the 
year before at 14У, — for an equal number 
exercisable at 7%. the enmnanv'c туттуу 


In а just-completed survey of compen- 
among the top 250 high- 
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ACCORD TO COMBAT 
SWEATSHOP LABOR 





CONCERN OVER MONITORS 


to Work Out Differences 
With Apparel Makers 


By STEVEN GREENHOUSE 


With President Clinton and leaders 
of the apparel industry set to an- 
nounce a code of conduct on Monday 
| to combat sweatshops worldwide, 
members of the Administration's 
| anti-sweatshop task force say the 
success of the effort could turn on 
issues like what the minimum level 
of factory pay should be and how 
much consumers should be told when 
factories violate the code. 


force helped develop the code to re- 
assure the public that their products 
| were not made in sweatshops, but 





tories are not sweatshops. 


While task force members from |: 


labor and human rights groups 
praise the companies for agreeing to 
outside monitors, they are also push- 
ing for assurances that the monitors 
hired by the companies will be free 
to point out violations. Under the 
accord, the monitors would be asked 
to work with human rights groups. 
“In no way should employers be 
the only ones monitoring what 
they're doing," said Jay Mazur, a 
task force member who is the presi- 
dent of the Union of Needletrades, 
Industrial and Textile Employees. 
“We're saying monitoring should not 
be left totally in the hands of the 
companies, You can't have the foxes 
watching the chickens.” 


Many of the labor and human | 


rights groups want the monitors to 
inform consumers when they discov- 
er violations, like the recent reports 
-thata Nike factory in Vietnam pun- 
| ished 56 workers by forcing them to 
run in the hot sun until several col- 
lapsed. But many corporate mem- 
bers of the task force do not want 


violations made public, saying they ' 


will quickly correct any problems. 


The eight-month-old task force, ; 


which includes L.L. Bean, Nicole 
Miller, Patagonia and the National 
Consumers League, is the most am- 


FACES OBSTACLES | 


Labor and Rights Groups Hope | 


Nike, Reebok, Liz Claiborne and |; 
other corporate members of the task |; 


some task force members say the |! 
| apparel makers must agree to fur- |: 
` ther steps to insure that their fac- i 
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bitious effort by industry, labor and 
human rights groups to address the 
problem of sweatshops woridwide. 
President Clinton set up the group 
after consumers grew concerned 
that popular apparel like Wal-Mart's 
Kathie Lee Gifford line — she is a 
task force member — was made in 
sweatshops that did not pay their 
workers and had 70-hour workweeks. 

After sometimes feverish debate, 
the task force reached agreement on 
components of a code of conduct, on 
having companies agree to outside 
monitoring and on developing an or- 
ganization to oversee and certify the 
monitors. In the next six months, the 


task force hopes to thrash out differ- | 


ences on implementing the accord. 
“This is a breakthrough agree- 
ment that really stands to benefit 


workers around the world," said Mi- · 


chael Posner, a task force member 


and executive director of the Law- , 


yers Committee for Human Rights. 


“It establishes a framework that ` 
provides consumers with confidence : 


that companies are making good- 


faith efforts to address sweatshop | 


practices. There's going to be lots of 
details to work out and lots of con- 
flicts. Remember, we're dealing with 


an industry where there continues to : 


be very serious abuses and those are 
not going to end overnight." 

Task force members expect bat- 
tles over doing business in China. 
Labor and human rights groups 
called on companies to pull out of 
that fast-growing industrial giant be- 


cause it restricts freedom of associa- : 


tion and collective bargaining, two 
violations оѓ (ће code of conduct. . 
After the apparel makers said 


they would not pull out of China, all 


sides agreed that the companies 
should take steps — still to be worked 
out — to promote freedom of associa- 
tion and the right to bargain collec- 
tively at their factories in China. 
Labor union officials say they expect 


a struggle with companies over the · 


steps their Chinese factories should 
take to allow freedom of association. 
"China represents a special kind 
of problem," Mr. Mazur said. “China 
has to be dealt with once this thing 
gets off the ground." 
In the task force debates, there 


was also a tug of war in which indus- . жазана ашшы miis " 


try members pulled to keep manu- 
facturing costs down and maintain 
maximum autonomy in running 
their factories. Pulling in the oppo- 
site direction, labor and human 
rights members urged companies to 
agree to higher wages, shorter hours 
and independent monitors. 


Under the code, apparel workers 
could not be required to work more 
than 60 hours a week and factories 
could not hire children under age 14. 


a 
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The code says а factory must pay at . 
least the minimum wage of the coun- . 


try where it is located, with an eye to 
tying wages to the workers' basic 


The New York Times 
April 13, 1997 


needs. The compromise on wages 
was. adopted after labor and human 
rights members demanded wages 
that would support a family, while 
apparel companies said they should 
only have to pay the minimum wage. 

Both sides expect arguments over 
wage levels in countries like Haiti 
and Indonesia, where the minimum 
wage is too low to support a family. 

"Unless we talk about a living 
wage and start to define it, a sweat- 
shop will always be a sweatshop," 
said Medea Benjamin, who' heads 
Global Exchange, a human, rights 
group not on the task force. 

One corporate task force member 
defended the code, saying: “1 don't 


· think companies should be found to 


violate these standards if they pay 
the minimum wage. However, there 
is à recognition that this is an issue 
we will have to deal with again." - 


` The 10 manufacturers on the task | 
force vowed to-comply with the code . 
of conduct, and in exchange, they will . 


be able to declare that their products 
were not made in sweatshops, per- 
haps by attaching “No Sweat” labels 
to their apparel. Task force. mem- 
bers hope dozens of other manufac- 
turers will pledge to follow the code. 


The biggest battle is likely to be | 
over. monitoring. The apparel mak- ` 
ers demanded the power to choose 


who would monitor factories and 


also the right to select accounting . 


firms to do the inspections. 
Fearing that accounting firms 


would take a pro-business stance, the : 


human rights and labor members 
wanted nonprofit organizations, like 
Jesuit universities or indigenous hu- 
man rights groups, to be monitors. : 


‘In a bow to industry, the code gives | 


companies the right to choose moni- 


Despite agreement, 
work on eliminating... 
sweatshops i isfar — 
from over. 


the monitoring, so long as the firms 
chosen are accredited by the associ- 
ation that will oversee the monitor- 
ing. But in a nod to human rights 
groups, the agreement says the ac- 
counting firms should work closely 
with local nonprofit groups, like hu- 
man rights organizations. 

Charles Kernaghan, the director of 
the National Labor Committee, a la- 
bor rights group that frequently crit- 
icizes apparel operations abroad, 
said that it was an “enormous break- 
through” for so many major Ameri- 
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can companies to agree to а code and 
outside monitoring. But he said there 


were still shortcomings. 


. "It doesn't look as if the monitor- 
ing will be independent enough," Mr. 
Kernaghan ‘said. “Local human 
rights groups and other nongovern- 
ment organizations can do the moni- 
toring without needing accounting 
firms. A lot of workers won't talk to 


accounting firms candidly. They feel 


they're employed by the company 
and you open your mouth and sud- 
denly you end up in the ironing sec- 


tion where you're on your feet 12 
hours а: day." ` 
Many questions must still be re- 


=. — 


solved about monitoring: What hap- ` 


pens if'an accounting firm gives a 
factory a clean bill of health; but the 


human rights group working with the | 


—— TY 


firm finds violations? И a factory ' 


violates the code, should the monitor 
make those violations public or just 


се! the company? If violations are | 
found, should а company be banned . 


from putting “Мо Sweat" labels qn 


all its clothes ог on just the clothes 


made by the offending factory? g. 

Business members warn that if the 
rules are too stringent it will be hard 
to enlist more companies to join the 
effort. 

While task oe members say 
many other apparel makers arein- 
terested, Allison Wolf, of the Ameri- 
can Apparel Manufacturers Associa- 


‚Чоп, said many of the group's 300 


members would not sign up. 

Gene- Sperling, chairman of the 
President’s National Economic 
Council, summed up the situation: 
“There will be a myriad of complex 
challenges in trying to take on-such а 
worldwide problem. But what is pro- 


found and meaningful about this ` 
agreement is the creation for the. . 
first time of an ongoing framework ` 


to transform sweatshops into decent 
workplaces around the world.” 


CLINTON APPROVES 
NEW U.S. SANCTIONS 
AGAINST BURMESE 


HUMAN RIGHTS AT ISSUE || 


| Ban Will Apply Only to Future 
Investments by American 
Companies in Myanmar 


By STEVEN ERLANGER 


WASHINGTON, April 21 — After 
weeks of internal debate, President 
Clinton has approved a ban on new 
American investment in Myanmar 
| because of human-rights abuses by 
the Burmese military Government, a 


senior Administration official said | 


today. 

Mr. Clinton acted under the terms 
of a law signed last fall that man- 
dates sanctions if the Burmese mili- 
tary. commits “large scale repres- 
sion” against the democratic opposi- 
tion or if it again detains the opposi- 


tion leader, Daw Aung San Suu Ку, | 


the Nobel Peace Prize laureate who 
has been back under effective house 
arrest since November. 

The details of when the sanctions 
would go into effect and their exact 
nature are being worked out. The 
sanctions are not retroactive, allow- 
ing previous contracts to stand, the 
official said. The one major Ameri- 
can investment in Myanmar is in a 
billion-dollar energy partnership 
with a French company. 

Secretary of State Madeleine K. 
Albright was expected to announced 
the ban on Tuesday. 

Some State Каранай officials 
have felt that the Administration 
was dragging its feet on -ordering 
sanctions because to do so. would 
open Mr; Clinton to further critícism 


of his: China: policy: because. of the ' 


| Фр 
Ў аа ‘trade from 


=k а зи 


‘humanirights;consideratianssargu- | 
n's: relationship 


Ang that jJ Washingtor 
with Beijing is'too: comiplicated and 





strategically important to be held 


hostage to any one issue. 

Since Myanmar, as Burma is 
known, is smaller and of cons 
bly less strategic importance, lf is 
. easier for Administration officials to 
criticize.the Burmese military,Gov- 
ernment for what they regard às Its 
repressive acts. ` 





o. 


Source: 


The Burmese military refused to 


recognize elections. won by Mrs. | 
-Aung San Suu Kyi and her party in 


1988, instead seizing all power and 


putting her under house arrest. for 


six years. During and after that in- 
ternment, efforts to promote a dia- 
logue between the military rulers 
and Mrs. Aung San Suu Kyi failed. 
She is now back under effective 
house arrest, and she herself has 
called for the imposition of sanctions. 

Last year, the Burmese military 
made more than 2,000 political ar- 
rests and about 260 party activists 
are now in prison. In January, the 
military Government attacked the 
ethnic Karens near Thailand, driving 
some 18,000 refugees across the bor- 
der in what American officials have 
testified was an assault on part of the 
democratic opposition. 

The United States is the fourth- 
largest investor in Myanmar, after 
France, Singapore and Thailand. 
Most French and American invest- 
ment is in the energy sector. The 
largest American investor is Unocal 
Corporation, which is in a $1.2 billion 
partnership with the French compa- 
ny, Total, to explore and develop 
fields of natural gas off the coast and 
is building a pipeline to pump the gas 
to Thailand. 

At the end of January, Unocal 
signed a deal to expand its explora- 


signing came the same day that the - 


State Department, in its annual re- 
view of human rights around the 


world, condemned the killing and tor- 
ture of dissidents and ethnic minor- 
ities in Myanmar, and officials spoke 
about imminent sanctions. At the 
time, Unocal spokesmen denied any 


connection and said the company op- | 


posed sanctions. 

One reason for the Administra- 
tion's delay was a similar argument, 
that unilateral sanctions would not 
produce an improvement in human 
rights in Myanmar, but have the 
reverse effect because they might 
stir resentment on the part of the 
Burmese military. 

The threat of sanctions is some- 


times a better instrument than the | 


sanctions themselves, some officials 
have argued, and unilateral sanc- 
tions can have more symbolic im- 
pact than real force. 

“Ви our efforts to make this pres- 
sure multilateral hasn't worked all 
that well," an official admitted, “апа 
it was the President's judgment that 
doing it now fulfulls the law, which he 
is obligated to do, and may stimulate 
further action by others." 

The Administration has been try- 
ing to persuade Japan and the South- 
east Asian countries to join in any 
sanctions, but with little success. The 


The New York Times 
Ápril 14, 1997 


Japanese Prime Minister, Ryutaro 
Hashimoto, comes to Washington to 
meet President Clinton on Friday, 
and the Japanese have been pressing 
Mr. Clinton not to go ahead with 


sanctions. Tokyo has been trying {о 
promote dialogue between the m "ad 
tary and Mrs. Aung San Suu Kyi. 
The Association of Southeast Asian 
Nations has also warned against uni- 
lateral sanctions. The association 
holds its 30th anniversary meeting in 
Kuala Lumpur this July, and the 
Malaysians would like to invite Laos, 
Cambodia and Myanmar to join tHe 
organization then, arguing that en- 
gagement is a better inducement to 
improved behavior than isolation. | 
Mr. Clinton is acting under the 
Cohen-Feinstein law, named after its 
sponsors, William Cohen, now Secre- 
tary of Defense, and Senator Dianne 
Feinstein, Democrat of California. 
That bill, negotiated with the White 
House and signed last autumn, was a 
softer version of language offered by 
Senators Mitch McConnell, Republi- 
can of Kentucky, and Daniel P. Moy- 
nihan, Democrat of New York, which 
demanded immediate sanctions. 
Another reason for the White 
House to act now may be new legisla- 
tion drafted by Senators McConnell 
and Moynihan, now being passed 
around both the House and Senate 


| for co-sponors, that would demand 
tion and development rights. The · 


tougher sanctions that would affect 
Unocal’s current investment and re- 
strict royalties from existing invest- 
ments and shareholdings. The Sena- 


а 


tors plan to introduce the bill by the | 


end of next week. | 
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| out of the workplace. by children. Talk-show host Kathi 

Study of Developing Nations Аз a model tactic, Ms. Stoikov points to | Gifford was caught in a barrage ae 
е М а voluntary arrangement between gar- | -tive publicity this year after it was ге. | 

Cites Economic Woes ment makers in Bangladesh, the ILO and | ‘vealed foreign children were involved in 

| _ Unicef, the U.N.'s child-welfare agency, | Producing her line of clothing, sold at 

And Accurate Surveying | that aims to rid 2,000 Bangladeshi enter- | Wal-Mart stores. That scandal, along with 

5) ма | prises of child workers under the age of 14. а similar one involving child-stitched soc- 

| — Themanufacturers have agreed nottohire | “cer balls sold in the U.S., raised doubts 
Ву G. PASCAL ТАСНАВУ апу more children and Unicef is working | about the ability of multinational сопра-! 


Staff Reporter of Tug WALL STREET JOURNAL 

There are about 250 million child la- 
borers working in developing countries, 
about three times more than previous 


| estimates, according to a new study.. 


aam 


The International Labor Organization, 
in a report issued yesterday, estimates 
that 120 million children between the ages 
of five and 14 are working full time and 


: another 130 million work part time. The 


organization, a Geneva-based affiliate of 
the United Nations, attributed the jump in | 
| 


; child workers-to more accurate survey 


methods and the inclusion of workers: 


| under 10 years old, as well as economic: 
| forces that are driving tue emper, 


rely on children. : 

- “The problem of child labor has been | 
growing for two decades,” said Gabriele : 
Stoikov, the ILO's top expert on child labor. ! 


are willing to hire children not Trading bans “шау make your con- plans to end its practice of subcontractin £ 

only because they are cheaper but because | science look good, but won't get desired | | the Stitching of its Pakistani-made soccer || 
they are more docile." results," Mr. Bhagwati says, because dis- balls to guarantee that children aren't 
Poverty and Coercion placed child workers won't necessarily end | | doing the work. Reebok, which said as 
many as 20% of the stitchers in Pakistan 


Children in developing countries work 
mainly in agriculture and as domestic 
servants. But they also toil in mines, 


| construction and on fishing vessels, as well 


as in rug, glass and match factories. Some 
of these jobs pose serious health hazards. 
Children also are being forced to 
work — sometimes as prostitutes. In its 
report, the ILO said it found evidence of | 


five international networks trafficking in : 
children held against their will, including : 


one in Easterm Europe, where giris from 
Belarus, Russia and, Ukraine are being 
transported to Hungary, Poland and the 
Baltic states. | | 


Population increases -and worsening : 


with local agencies to ensure that children 
але School instead of working else- 
ere. ' 


“No one has the answer yet, but I think | 


there's a very earnest effort under way on 


the part of many people to find cost-effi- | 


Social Responsibility, a San Francisco | 


In the U.S., Sen. Tom Harkin (D-Iowa) 
has backed a measure to ban imported 


goods made by children, and some are . 


pressing the World Trade Organization to 


adopt а social clause that forbids the worst ` 


labor abuses. But global trade isn't a big 


cause of child labor, though certain export- | 
intensive industries rely on child workers, | 


Says Jagdish Bhagwati, a leading trade 
economist at Columbia University. 


up in school, where they belong, and may 
be forced into even more degrading labor, 
such as pornography and prostitution. 
We need a sophisticated solution that 
doesn't just rely on sanctions," he says. ` 
"Most Intolerable' Practices 
The ILO believes “the most humane 
Strategy must ... be to focus scarce re- 


sources on the most intolerable forms of | 


child labor such as slavery, debt bondage, 
child prostitution and work in hazardous ` 


Occupations." The ILO found that in Sri | 
' Lanka, for instance, childhood deaths from : 





Estimate of Child-Labor Levels Triples | 


nies to monitor contractors in low-wage 
"countries: 


"Companies are much more frightened | 
‘now of being exposed," says Charles Ker- ` 


'haghan, director of Ше National Labor 
‘Committee, a New York City group that 
made the initial charges against Mrs. 
ee a аи 
Gifford. | | 
To halt а consumer backlash, apparel, 
sporting-goods and other international 
companies are seeking ways to make sure 
their suppliers don't employ children. “an 
of us are struggiin g with ways to deal with 
if,” Says Doug Cahn, director. of human- 


rights programs for Reebok International |. 
Ltd. “Multinational brands didn’t create | 
child labor, but they should be able | 


to do their part in Seeking solutions.” 
Reebok, based in Stoughton, -Mass., 


may be children, plans to bring all phases | 


of its ball production into a singie factory 
in Pakistan. = 
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resulted in more working children. In 1 deep-sea divers without protective equi 
countries where many adults are underer- Y ams drown, die from decompression 1 il 
ployed, children are more apt to work. | ;nessorsufferruptured eardrums. ` 

1 children work when their: | Of the 


:Europe. Although Asia has the largest , 
between the | 


posal is to impose punitive restrictions . . 
Un trea in products made by children.. 
Others put their hope 
ernment, business and social-service а- 
gencies— to steer children into schools an 
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Proxy Statement Proposal 
1. Elect directors 

2. Adopt stock option plan 
13. Ratify selection of auditors 

|4. SP-Link executive pay to equal employment 


Social Issues Service 


1997 Company Report - I 


| Cracker Barrel Old Country Stores 
Link Executive Compensation to Equal Employment . 





Related IRRC report 
CG Digest 
CG Digest 
CG Digest 


Summary 


Resolutions 

Link executive pay to corporate progress toward develop- 
ing management policies to recruit workers without re- 
gard to race, color, creed, gender, age or sexual orienta- 
tion. ` | 


Similar resolution last year? Yes 
Vote: 8.3% 
Proponents 


Sisters of Mercy Consolidated Asset Management Pro- 
gram (2,000 shares), New York City Employees' Retire- 
ment System (156,984). The church proponent is affili- 
ated with the Interfaith Center on Corporate Responsibil- 
ity. 

At Issue 

The resolution is part of a campaign, begun by religious 


` investors in 1992, to link executive pay to social and/or 
environmental performance measures. 


Specific to Cracker Barrel, however, is its historical sig- 
nificance as the namesake of the Securities and Exchange 
Commission's “Cracker Barrel” position on employment- 
related shareholder resolutions. Following on the heels of 
the 1991 dispute about a Cracker Barrel policy against 
employing gays, the New York City Employees Retire- 
ment System—one of the proponents of this year's reso- 
lution—submitted a proposal asking the company to im- 
plement nondiscrimination policies relating to sexual оп- 
entation. In a ruling sanctioning the company’s omission 
of the proposal, the SEC enunciated a new policy that all 
employment-related shareholder proposals would hence- 
forth be viewed as excludable from proxy statements as 

“ordinary business” matters. (In September, the commis- 
sion submitted a proposal that would, among other things, 
reverse the “Cracker Barrel” policy on employment- 
related shareholder resolutions that raise significant pol- 
icy matters.) 


‘Since 1992, proponents have submitted resolutions to 


Cracker Barrel related to its employment practices spe- 
cifically focusing on employment discrimination against 
gays and lesbians. This is the second year religious 
shareholders have filed a resolution with the company 
asking it to link executive pay to equal employment. 


` (Cracker Barrel declined to respond to IRRC’s 1996 sur- 


vey on equal employment opportunity. Current work 
force composition and equal employment policy infor- 
mation is not available.) 


There is some disagreement that compensation packages | 


should be tied to financial performance, and even more 
discord over whether to link compensation to nonfinan- 
cial performance. (For more information, see 1997 Social 
Issues Background Report I.) Cracker Barrel disagrees 
with the proponents that its employment practices should 
be linked to compensation and says that the means it uses 
to determine executive compensation "address overall job 
performance and serve to enhance company profitability 
and shareholder value." Some companies, though, have 
begun identifying nonfinancial criteria—inclucing those 
related to equal employment—to use in helping set ex- 
ecutive compensation. A number of observers suggest 
that broader and longer-term measures of corporate per- 
formance can provide better benchmarks—at least from 
the stand-point of long-term investors—than short-term 
fluctuations in stock price and earnings. 


Economic Impact on the Company 

The resolution, if implemented, would have minimal di- 
rect cost to the company. It could have significant eco- 
nomic implications, though, since it would alter the re- 
wards structure for senior management by taking.into 


- account equal employment goals. However, linking 


compensation for company, executives to equal employ- 
ment might enhance the company's performance in this 
area and may рен the company's image as a firm 


———-—Ҥ—‏ ا 
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committed to equal employment opportunity. Moreover, 
the lack of such a policy may expose the company to liti- 
gation under any state and local laws barring discrimina- 
tion based on sexual orientation passed in areas where the 
company operates. On the other hand, extending em- 
ployment protections to gays and lesbians may subject the 
company to boycotts from fundamentalists who protest 
corporate policies they consider *gay friendly." 


The proponents maintain that hiring policies based on 


non-job-related criteria can lead to less efficient opera- 


_ 1997 Social Issues Service Company Report I 
tions, which could lead to a loss in shareholder value. 
Linking executive pay to equal employment, though, 
might limit the pool of executives willing to work for the 
company. Conversely, it may expand the pool of candi- 
dates, attracting applicants who might not apply if the 
company were not committed to recruiting workers 
“without regard to race, color, creed, gender, age or sex- 


` ual orientation.” 


by Catherine Sheehy 
Nov. 1, 1997 
© 1997 Investor Responsibility Research Center 
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1. CRACKER BARREL: EXECUTIVE COMPENSATION 


· Cracker Barrel Old Country Store Inc. owns and operates 
319 full service “country store” restaurants primarily in 
the southeast, midwest, mid-Atlantic and southwest re- 
gions of the United States along interstate highways. Six 
of the stores are at tourist destinations. These restaurants 
feature moderately priced “home style" cooking such as 
country ham, chicken, barbecued pork ribs, roast beef, 
beans, turnip greens, bacon, eggs, sausage and grits; none 
serves alcoholic beverages. The stores are constructed in 
a rustic design and feature a separate gift shop area offer- 
ing a wide variety of items such as hand-blown glassware, 
cast iron cookware, toys and wood crafts, candies, jellies 
and other foods. The company considers its stores to 
constitute an integrated, single line of business. 
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In the fiscal year ended Aug. 1, 1997, sales were 51.124 
billion, an increase of 19 percent compared to sales of 
$943.3 million in fiscal 1996. 


The company's primary customers are interstate travelers. 
As it expands, Cracker Barrel will continue to locate its 
stores mostly at interstate highways and at certain major 
tourist destinations. The company opened 50 new stores 
in fiscal 1997, including stores in three new states— 


Connecticut, New York and Utah. Cracker Barrel plans . 


to open 50 more by the end of fiscal 1998, 12 of which 
are already in operation, including stores in two new 
states—Montana and New Jersey. Additional new states 


in which stores will be opened in fiscal 1998 are Idaho 


and Nebraska. 


Cracker Barrel and executive compensation 
Compensation policies for Cracker Barrel's executive 
officers are administered by two board committees: the 
compensation committee, composed of four members of 
the board of directors, and the stock options committee, 
composed of three directors. 


All members of these committees are outside, non- 
employee directors, although one member has another 
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link to the company: Edgar W. Evins, who sits on the 


compensation committee, is the brother of Dan W. Evins, 
chairman and CEO of Cracker Barrel. 


The compensation committee established that the finan- 
cial performance of the company, which the committee 
reviews in July of each year, “should be a significant 
factor in rewarding its executive officers." Cracker Bar- 
ге! 5 Management Incentive Plan, which affects executive 
officers and senior managers, is intended to “link individ- 


ual job performance and resulting compensation to the 


financial performance of the company." Executive bonus 
awards generally are based on four factors: 1) the com- 
pany's financial results compared to the company's busi- 
ness plan; 2) the individual's performance against his or 
her stated goals; 3) the individual's fiscal year base salary 


. . amount; and 4) the individual's target bonus percentage. 


Maximum bonus percentages available to executive offi- 
cers range from 75% to 225% of base salary. 


Stock options are based on future performance which, the 
company says, contributes to stock price appreciation. 
The stock options committee has generally granted non- 
qualified stock options annually. In its 1997 Def 14A 
filing with the Securities and Exchange Commission, the 
company says that in recent years, the stock options 
committee has extended option grants to the top hourly 
level positions in its stores. 


Cracker Barrel notes in its 1997 annual report that the 
largest areas of increased spending in absolute dollars in 
fiscal 1997 were in manager trainee costs to support the 
continued growth of the business and in corporate bo- 
nuses as a result of the improvement in pretax income in 
fiscal 1997 versus fiscal 1996. 


Cracker Barrel and equal employment | 


"The company says that it is an equal opportunity em- 


ployer and that it adheres to the letter and spirit of federal 
law regarding non-discrimination in the workplace. 


In 1991, Cracker Barrel announced a policy against em- 


ploying gays—see Section II of this report—and fired 
several employees for their perceived homosexuality. 
Following a storm of protest by gay and lesbian activist 
groups, company officials issued a retraction but have 
since refused to issue an explicit policy of nondiscrimina- 
tion inclusive of sexual orientation. No federal legislation 
protects gays and lesbians from employment discrimina- 
tion, although 10 states and more than 160 local jurisdic- 
tions do have employment nondiscrimination laws en- 
compassing sexual orientation. California, Connecticut, 
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Hawaii, Massachusetts, Minnesota, New Hampshire, New 
Jersey, Rhode Island, Vermont and Wisconsin, as well as 
the District of Columbia, have amended their civil rights 
statutes to include sexual orientation. Cracker Barrel has 
properties in three of those states: Connecticut, Minnesota 
and Wisconsin, and plans to open a property in a fourth 
such state—New Jersey. . 


Cracker Barrel did not respond to IRRC's 1996 survey 
asking for data on work force composition and informa- 
tion on equal employment policies. The company ap- 
pears to have five women among 28 executive officers, 
and one woman among 13 individuals nominated for the 
board. Information on race or sexual orientation of board 
members and officers is not available. 


Employees: As of Aug. 1, 1997, the company employed 
35,805 people, of whom 399 were in advisory and su- 
pervisory positions, 1,876 were in store management 
positions and 17 were company officers. Cracker Barrel 
has an incentive plan that seeks to retain employees, im- 
prove productivity and lower turnover by providing a 
defined career path through testing and ranking of its 
employees. Many of the company's restaurant employees 
are part-time. The company's workers are not repre- 
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sented by any union; in its 1997 10K, the company said, 
*management considers its employee relations to be 
good." 


Management of each store generally consists of a general 
manager, four.associate managers and a retail manager 
who are responsible for an average of 100 employees on 
two shifts. To assure that individual stores operate at a 
high level of efficiency, Cracker Barrel has a bonus plan 
to motivate store managers, emphasizes the selection and 
training of store managers and provides assistance to in- 
dividual store managers through district level managers. 
The store management recruitment and training program 
includes multiple interviews, background and experience 


. verification and other testing the company deems impor- 


tant in selecting the most qualified candidates. 


On Sept. 24, 1996, the company began a 401(k) employee 
savings plan. In general, employees who have completed 
one year or 1,000 hours of service with the company and 
who have reached the age of 21 are eligible for participa- 
tion in the plan. Cracker Barrel matches 25% of em- 
ployee contributions—which may be up to 16% of their 
compensation, and not more than $9,500 in calendar year 
1997. 


IL CRACKER BARREL’S DISPUTED POLICY AND GAY EMPLOYMENT RIGHTS 


Early in 1991, Cracker Barrel's vice president of human 
resources issued a memo announcing that “It is inconsis- 
tent with our concept ar: values, and is perceived to be 
inconsistent with those of our customer base, to continue 
to employ individuals in our operating units whose sexual 
preferences fail to demonstrate normal heterosexual val- 
ues which have been the foundation of families in our 
society." As the policy was implemented in the approxi- 
mately 100 restaurant/gift shops that the company then 
operated primarily in the South and Midwest, at least 11 
of the company's 11,000 employees lost their jobs. 
Cheryl Summerville, a cook at the Douglasville, Ga., 


Cracker Barrel, received a separation notice that said, 
“This employee is being terminated due to violation of 
` company policy. The employee is рау” 


When officials at the National Gay and Lesbian Task 
Force and other activist groups became aware of Cracker 
Barrel’s policy, they lodged private protests with company 


- Officials, who agreed to issue a retraction. The apology, 


however, did not satisfy gay rights advocates. In a second 
memo, the company said that the original policy "may 
have been a well-intentioned over reaction to the per- 
ceived values of our customers and their comfort level 
with" homosexuals. Cracker Barrel Chairman and Presi- 
dent Dan Evins told a Tennessee newspaper shortly there- 


after that the company would hire openly gay and lesbian . 


individuals ^where we do not perceive that it would dis- 
rupt our business," adding that such "disruptions" could 
occur in rural communities. "Robert Bray, a spokesman 
for the task force at that time, said that the new policy 
“further defames lesbians and gays." 


Cracker Barrel's original policy and its refusal to issue an 
explicit policy of nondiscrimination against gays and les- 
bians prompted a storm of protest that received wide- 
spread press coverage. Besides protesting at annual 
meetings, activists expressed their opposition to Cracker 
Barrel's actions with pickets and sit-ins at company loca- 
tions in Georgia, Tennessee, Michigan and elsewhere. 
The chain's management has taken various approaches to 
the protests. In some cases, they allowed demonstrators to 
occupy entire restaurants, but in others, they had protest- 
ers arrested. The company also filed suit against some of 
the protesters, saying it had suffered "damage" to its 
reputation, loss of its “customers, reputation and.good 
will" and “substantial damages in excess of $10,000." 
The suit was later dropped. 


No demonstrations or protests have taken place in recent 
years, although a boycott against the company still is in 
place. 
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Gay and lesbian employment rights 

Several advocacy groups have been working to add sexual 
orientation to Title VII of the 1964 Civil Rights Act since 
1980. In 1995, Sen. Edward Kennedy (D-Mass.) and Sen. 
Jim Jeffords (R-Vt.) sponsored the Employment Nondis- 
crimination Act (ENDA) which would, with some excep- 
tions, extend Title VII to prohibit employment discrimi- 
nation based on sexual orientation. ENDA would not ap- 
ply to private and public employers with fewer than 15 
employees, religious institutions or the armed forces. 
ENDA was defeated in 1995 and 1996, although it lost by 
a narrow margin in a 1996 Senate vote. It is supported by 
President Clinton, and Democratic Party politicians see it 
as a winning political issue at the moment. ENDA was 


resubmitted for congressional consideration in 1997, апа. 


the U.S. Senate conducted a hearing on the proposed leg- 
islation on Oct. 23, 1997. 


Although no federal legislation protects gays and lesbians 


from employment discrimination, 10 states and more than 
160 local jurisdictions do have employment nondiscrimi- 
nation laws encompassing sexual orientation. California, 
Connecticut, Hawaii, Massachusetts, Minnesota, New 
Hampshire, New Jersey, Rhode Island, Vermont and Wis- 
consin, as well as the District of Columbia, have amended 
their civil rights statutes to include sexual orientation. 


Meanwhile, there have been numerous efforts to prevent 
civil rights protection from being extended to cover sexual 
orientation in recent years. According to the National Gay 
and Lesbian Task Force (NGLTF), an advocacy and re- 
search group in Washington, from January to June 1997, 
almost 140 antigay proposals were submitted to local and 
state legislators in the 50 states, although only two related 
specifically to the issue of gay and lesbian civil rights. 
(Most of the rest of the proposals sought to prohibit gay 
marriage.) 

Corporate policies: Some activist groups believe corpo- 
rations are leading the way on gay rights. "Surprisingly, 
some of the most dramatic changes are happening in the 
workplace," said Melinda Paris, former executive director 


of the NGLTF. “The corporate boardroom is far outpac- . 


ing the talis of government when it comes to ксенон 
of gays." 

The number of companies adopting ЭРЕР 
policies—and of those providing domestic partner bene- 
fits—is growing. In 1993-94, an IRRC survey found that 
approximately 27 percent of the 699 responding compa- 
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nies, or 187 companies, had nondiscrimination policies 
that encompassed sexual orientation. А 1996 IRRC sur- 
vey of 1,500 large companies, found that approximately 


‘ one-third, or 190 of 572 responding companies, have a 


corporate-wide policy that bars discrimination based on 
sexual or affectional orientation or preference. In review- 
ing the companies’ nondiscrimination statements, ВКС 
also identified seven companies that specifically address 
employees who are HIV-positive or have Acquired Im- 
mune Deficiency Syndrome (AIDS). 

While the trend seems to be toward an increasing toler- 
ance of lesbians and gays, gay rights activists say a ma- 
jority of corporations are still grappling with discrimina- 
tion. In the absence of a federal prohibition on discrimi- 
nation, employees of companies whose policy depends on 
local law cannot freely transfer within a company without 
giving up protection from discrimination. Some activists 
continue to push for legislative change. Others are trying 
to persuade corporations to enact any discrimination 
policies voluntarily. 


Pro-gay activists also argue that equal employment for 
lesbians and gay men is a financial as well as a legal issue. 
Some observers say that if legislation prohibiting dis- 
crimination based on sexual orientation continues to grow 
at its current rate, by the year 2000 half of the population 
of the United States will be protected by such laws. Ad- 
vocates say equal protection for lesbians and gays is a 
trend and argue that those who ignore it will open them- 
selves to eventual litigation; as well-as bad publicity. 
Many cite as an example of the risk borne of such dis- 
crimination the fact that in June 1991, Shell Oil Co. was 
ordered to pay $5.3 million to a gay executive who 
claimed in a wrongful discharge suit that he had been fired 
because of his sexual orientation. 


In contrast, some fundamentalists have begun to lead 
protests of corporations they consider to be "gay 
friendly." The Southern Baptist Convention, for instance, 
voted to boycott Walt Disney Co. in June 1996, in part to 
protest the company's policy of offering health benefits to 
its gay and lesbian employees. In August 1996, the con- 
vention escalated its boycott of Disney by asking Southern 
Baptists to withhold at least $100 million in spending 
from Disney during the coming year. Those leading the 
boycott against the company criticize what they call 
Disney's “promotion of immoral ideologies and prac- 
tices." : dads 
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Ш. PROPONENTS’ POSITION 


The proponents maintain that the recruitment of employ- 
ees “from the widest possible talent pool available" can 
help promote efficiency in corporate Operations, which, 
the argument implies, could also enhance shareholder 
value. Conversely, the proponents say that hiring policies 
based on “non-job related criteria” can lead to less effi- 
cient corporate operations, which пошт could lead to 
lower shareholder value. Thus, the shareholders request 


‘that the compensation and stock options committees 


“consider corporate progress toward ensuring that man- 
agement policies are designed to recruit workers from the 
broadest possible talent pool without regard to race, color, 
creed, gender, age or sexual orientation.” | 


Ken Sylvester of the New York City Employees Retire- 
ment Fund told IRRC that Cracker Barrel's history with 
regard to its employment practices was a factor in the 
fund's decision to submit a resolution asking the company 
to link executive compensation to equal employment. 
Sylvester does not agree with management's statement in 
response to the resolution that progress toward the policies 
the proponents support is impossible to measure without 


IV. MANAGEMENT'S POSITION ` 


The company opposes the resolution. 

In its response to the shareholder proposal on linking ex- 
ecutive compensation to equal employment, the company 
says that "while an executive's ability to recruit the most 


capable workers, from whatever sector of society, is cer- 


tainly an asset which may be considered in the compensa- 
tion evaluation process...the board does not feel that so- 
cial issues should be specifically singled out for separate 
consideration within the context of the business judgement 
involved in setting executive compensation." Cracker 
Barrel says it "already adheres to equal opportunity hiring 
policies." It also says in its response that "progress" to- 
ward the policies the proponents request "is impossible to 
measure unless some quantifiable but undefined numerical 
or similar goals were to be established." 


The board believes the processes it uses to determine ex- 
ecutive compensation address overall job performance and 
For instance, the 
board says that the compensation committee uses a sur- 
vey, prepared by outside, independent, executive compen- 
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quantifiable goals. Companies can and do develop 
benchmarks—not quotas—by which to measure progress 
toward social issue goals, Sylvester said. 


Sr. Barbara Glendon of the Mercy Consolidated Asset 
Management Program agreed, saying that the Sisters of 
Mercy worked with Eastman Kodak to develop its execu- 
tive compensation review practices. (Eastman Kodak 
adopted a performance plan in 1995 that links executive 
pay to weighted numerical measures of employee satis- 
faction and public responsibility. See /997 Social Issues 


. Service Background Report 1, P. 9.) Sr. Barbara told 


IRRC that "corporations, like individuals, have moral ob- - 
ligations toward the larger society." One of the ways to 
hold companies accountable, she said, is to hold their ex- 


ecutives accountable. By linking the company's social 


performance to executive compensation, Sr. Barbara said, 
the company is prompted to recognize its responsibilities 
to the stakeholders of the organization—Cracker Barrel’s 
employees, shareholders, and the communities in which 
the company operates. 


sation consultants, to review executive Salaries and bo- 
nuses compared to other selected companies in the restau- 
rant and food service industry. Company executives par- 
ticipate in Cracker Barrel’s Management Incentive Pro- 


Bram, which the company says “is designed to substan- 


tially tie individual compensation to actual company fi- 
nancial performance." Finally, the company says that the 
seven members of the two committees that administer 
compensation policies for the company's executive offi- ` 
cers are outside, non-employee directors, thus helping to 
ensure both committees’ impartiality. 


The company told IRRC in 1996, in response to a similar 
proposal, that Cracker Barrel distributes an annual em- 


ployee attitude survey to gauge employee satisfaction. 


This anonymous survey includes a section that allows 
employees to make additional suggestions and comments. 
Results from the survey are tabulated and assembled, 
which the company says allows it to respond to what is 
important to its employees. 
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V. IRRC ANALYSIS 


While the resolution addresses Cracker Barrel's executive 
compensation policies, the proponents are also concerned 
with the legacy of the company's former policy against 
employing lesbians and gays and its subsequent refusal to 
include sexual orientation in an employment nondiscrimi- 
nation policy. Shareholders likely will consider first 
whether to cast their vote based on the literal language of 
the resolution, or based partly on the proponents’ miny: 
ing concerns. 


Shareholders who want to cast their vote based partly on 

the proponents' underlying concerns may wish to consider 

the following questions: 

e Is it appropriate, in general, to link executive .com- 
pensation at Cracker Barrel to the company's social 
performance? 


e Ро shareholders share the proponents’ concerns about 
Cracker Barrel’s employment practices, specifically 
as they relate to lesbians and gays? If so, would 
shareholders like to signal this concern by pushing the 
company to make executive pay contingent, in part, 
on Cracker Barrel's progress toward developing equal 
employment policies inclusive of sexual orientation? 

Shareholders may also wish to consider the following 

questions: 


e Is Cracker Barrel’s executive compensation policy 
adequate? Do shareholders have enough information 
to assess the company's executive compensation 
practices? 

e Would the requested action serve to enhance com- 
pany profitability and shareholder value? 


Appropriateness of resolution: Shareholders who would 
like to see the company's social performance explicitly 
included in calculating executive compensation likely will 
support this resolution, while those who prefer more con- 
ventional indicators of individual and company perform- 

ance—or who prefer to leave these decisions to the com- 


pany board of directors—will probably oppose it. (For 


more on this topic, see Social Issues Service Background 
Report I, especially p. 13). 


Cracker Barrel's employment policies toward gays and 
lesbians: The proponents request that executive compen- 
sation be linked to “corporate progress towards ensuring 
that management policies are designed to recruit workers 
from the broadest possible talent pool, without regard to 
race, color, creed, gender, age or sexual orientation." This 
appeal can be viewed as both philosophical and strategic. 
Given the company's 1991 policy against employing gays, 


IRRC Proxy Report 


Cracker Barrel Old Country Store - 7 


and, despite a retraction, its subsequent refusal to issue an 
explicit policy of nondiscrimination against gays and les- 


bians, shareholders may wish first to consider whether 


they want the company to develop the kind of manage- 
ment policies the proponents support. 


While considering their support for such management 
policies, shareholders may wish to consider the merit of 


‘some gay activists’ claims that equal employment protec- 


tion for lesbians and gays is inevitable and failure to im- 
plement such policies exposes a company to litigation. 


Shareholders may wish to weigh this view against the - 


possibility that implementing such policies would incur 
the ire of groups who oppose *gay-friendly" corporate 
policies. 


Shareholders who agree that the policies the proponents 
support is important must further consider whether they 
want to emphasize that importance by creating an incen- 
tive for the company's highest level executives to focus 
on these areas. Shareholders who are not concerned about 
this matter, feel differently on the matter than the propo- 
nents, or who do not feel that making a link between the 
issues and executive compensation is appropriate may 
wish to oppose the resolution. . 


Cracker Barrel's executive compensation policy: The 
proponents maintain that their request would encourage 
the company to undertake a broader, more comprehensive 
approach to pay packages. They argue that recruitment of 
employees without regard to race, color, creed, gender, 
age or sexual orientation can help promote efficiency in 
corporate operations, and that its opposite, or basing hir- 
ing policies on non-job related criteria, can lead to less 
efficient operations, which, in turn, would lead to a loss in 
shareholder value. 


Cracker Barrel says that its current compensation policies 
address overall job performance "and serve to enhance 
company profitability and shareholder value." While 
agreeing that recruitment of capable workers—from what- 
ever sector of society—is an asset that may be considered 
in setting compensation, the company does not feel that 

*social issues should be specifically singled out for sepa- 
rate consideration." 


Some shareholders may agree with management and de- 
cide that they are satisfied with the current relationship 
between pay and financial performance. Others may 
agree with the proponents in their belief that the com- 
pany's progress toward equal employment policies is an 
appropriate additional measure of performance. The latter 
view may be lent some support by the recent history of 
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large fines against some ‘restaurants—such as the 
Shonéy's chain, which settled one of the nation's largest 
racial discrimination lawsuits in 1992—Trelated to claims 
of discrimination. 

Company profitibility and shareholder value: Most 
companies link pay to financial performance, but few 
have clear links between pay and social performance. 
There are some exceptions, such as Eastman Kodak, 
which has quantitative measures for evaluating progress 
on equal employment goals. Shareholders will need to 
consider whether shareholder value will benefit by requir- 
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ing the compensation and stock option committees to link 
executive pay to equal employment opportunity policies. 
Shareholders may also wish to consider the possibility that 
linking executive pay to equal employment would limit 
the pool of executives willing to work for the company. 
Conversely, it may expand the pool of candidates, attract- 
ing applicants who might not apply if the company were 
not committed to recruiting workers “without regard to 
race, color, creed, gender, age or sexual orientation.” 
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EXCERPT FROM CRACKER BARREL'S PROXY STATEMENT 


LINKING 
EQUAL 


PROPOSAL ОМ 
COMPENSATION ТО 
EMPLOYMENT T 
Mercy Consolidated Asset Management Program, 20 Wash- 
ington Square North, New York, NY, has stated that it is the 
beneficial owner of 2,000 shares of Company Common 
Stock, and the New York City Employees' Retirement Sys- 
tem, Office of the Comptroller, 1 Centre Street, New York, 
NY 10007, has stated that it is the beneficial owner of 
156,984 shares of Company Common Stock and they have 
each informed the Company that they intend to present the 
following proposal at the Annual Meeting: 

WHEREAS, recruitment of employees from the widest pos- 
sible talent pool available can help promote efficiency in 
corporate operations, | 

WHEREAS, hiring policies based on non-job related criteria 
can lead to less efficient operations, and | 


EXECUTIVE 


WHEREAS, lower efficiency in corporate operations can in 
turn lead to a loss in shareholder value, 


RESOLVED, that shareholders hercby request that the Com- 
pensation and Stock Option committees in determining levels 
of executive compensation, consider corporate progress to- 
wards ensuring that management policies are designed to 
recruit workers from the broadest possible talent pool, with- 
out regard to race, color, creed, gender, age, or sexual orien- 
tation. i 


For adoption of this proposal, the vote's cast favoring it must 
exceed the vote’s cast opposing it. The Board of Directors 
recommends a vote “AGAINST” this proposal for the reasons 
Proxies, unless they contain contrary written 
instructions, will be voted “AGAINST” the proposal. 


THE COMPANY'S POSITION 

The Company's compensation policies for its executive offi- 
cers are administered by two committees of the Board of Di- 
rectors - the Compensation Committee and the Stock Option 
Committee, To help ensure impartiality, the members of 
these committees are outside, non-employee directors. А 
survey prepared by outside, independent executive compen- 
sation consultants, Alexander & Alexander, in fiscal 1997 is 
used to review the Company's executive salaries and bonuses 
in relation to those of other selected companies in the restau- 
rant and food service industry. In addition, executive officers 
participate in the Company's Management Incentive Pro- 
gram, which is designed to substantially tie individual com- 
pensation to actual Company financial performance. The 
Board of Directors believes that this process of setting execu- 
tive compensation addresses overall job performance and 
serves to enhance company profitability and shareholder 
value. While an executive's ability to recruit the most capa- 
ble workers, from whatever sector of society, is certainly an 
asset which may be considered in the compensation evalua- 
tion process, since the company hires from geographically 
and demographically distinct areas, since the Company al- 
ready adheres to equal opportunity hiring policies, and since 
“progress” is impossible to measure unless some quantifiable 
but undefined numerical or similar goals were to be estab- 


lished, the Board does not feel that social issues should be 


specifically singled out for separate consideration within the 
context of the business judgment involved in setting execu- 
tive compensation. 

The Board of Directors for these reasons, recommends a vote 
“AGAINST” this shareholder proposal. | 
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Summary 


Resolution 


The proponents request the board of directors to make ` 


available to shareholders by September 1997 a report on 
the company's "Standards for Vendor Partners," Wal- 
Mart's code of conduct, including a review of compliance 
mechanisms for vendors, subcontractors and buying 
agents in the countries where the company sources prod- 
ucts. The proponents request the review include: 


l. asummary of the company's policies regarding ven- 
dor standards, including clear definition of workers' 
rights to organize and required work hours per week; 

2. policies to implement ongoing adjustment of salaries 
to ensure adequate purchasing power and a sustain- 
able community wage; 


3. procedures for internal compliance and external 
monitoring іп conjunction with local non- 
governmental organizations; 

4. assurance that Wal-Mart will translate its vendor 
standards into the local languages where the com- 
pany contracts and distributes the standards to em- 
ployees; and 

5. procedures to encourage vendors to raise standards, 
instead of terminating its contracts. 


Similar resolution last year? No 


Proponents 


General Board of Pension and Health Benefits of the 
United Methodist Church and six other church groups 
affiliated with the Interfaith Center on Corporate Re- 
sponsibility, and Progressive Asset Management. 
(778,830 shares) ` | | 


At Issue 


Last year the National Labor Committee (NLC) waged a 
public campaign against Kathie Lee Gifford and Wal-- 


' Mart. The campaign centered on the NLC’s findings that 


children worked at Global Fashions, a Honduran maqui- 
ladora engaged by a Wal-Mart vendor to sew clothing for 
Kathie Lee Gifford's line of women's apparel. The media 
fall-out surrounding the NLC's allegations has propelled 
Wal-Mart, as well as other retailers, to take greater steps 
to ensure the manufacturers they engage meet at least 
minimum labor standards. 


Since the Gifford affair, Wal-Mart says that it has bol- 
stered its internal monitoring efforts and further refined 
the language embodied in its code of conduct. The pro- 
ponents, however, question whether Wal-Mart has made 
adequate changes to its internal policies to ensure that its 
vendors and the suppliers they engage comply with the 
written letter and spirit of the principles outlined in Wal- 
Mart's code of conduct, and have asked the company to 


` report on its efforts in this area. 


Economic Impact on the Company 

Given that Wal-Mart is America's largest retailer with 
annual net sales of more than $104.8 billion, a report on 
the company's vendor standards and compliance with 


those standards, addressing the key points outlined by the. 


proponents, should cause the company to incur only 
marginal expenses. 


Comment 


Wal-Mart did seek a no action letter on the resolution 
from the Securities and Exchange Commission. . 


by Peter DeSimone 
May 15, 1997 
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I. WAL-MART STORES AND INTERNATIONAL LABOR STANDARDS 


Wal-Mart is America's largest retailer measured by total 
revenues. The company serves customers primarily 

through the operations of Wal-Mart stores, a chain of 
discount department stores; Sam's Clubs, a chain of 
warehouse membership clubs; and Wal-Mart Supercen- 
ters, a set of larger stores that combine the offerings of a 
full-line supermarket and a discount department store. А5 
of Jan. 31, 1997, Wal-Mart operated 1,960 Wal-Mart 
stores, 436 Sam's Clubs and 344 Wal-Mart Supercenters 
in the United States, in addition to retail outlets in Mex- 
ico, Puerto Rico, Canada, Brazil, China and Indonesia. 
During the fiscal year ending on Jan. 31, 1997, the com- 
pany employed more than 728,000 associates worldwide, 
posted net sales of $104.9 billion, a 12 percent increase 
over net sales of $93.6 billion for fiscal 1996, and con- 
trolled more than $39.6 billion in assets. The company 
also reported net income of $3.1 billion for fiscal 1997, a 
more than 10 percent increase over fiscal 1996. 
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The company is a diversified retailer offering a wide va- 
riety of merchandise, including apparel for women, girls, 
men, boys and infants, in addition to fabrics, housewares, 
hardware, electronics, home furüishings, small appli- 
ances, automotive accessories, garden equipment, sport- 
ing goods, toys, cameras, health and beauty aids, food 
products, pharmaceuticals, jewelry and other consumer 
products. 


Wal-Mart does not manufacture any of the products it it 
sells in its retail outlets, nor does the company maintain 
direct contractual relationships with the suppliers that 
manufacture the goods sold in its retail stores. Instead, 
the company engages vendors to source products. Wal- 
Mart estimates that several thousand factories worldwide 
produce goods for its retail outlets. The combination of a 
diverse product line and high number of indirect suppliers 
complicates Wal-Mart's sourcing situation. 


While Wal-Mart does not employ people in developing 
countries to manufacture the goods it sells in its stores, it 
does employ people in the retail outlets it operates in de- 
veloping countries. In fiscal 1992, Wal-Mart entered into 
a joint venture with CIFRA S.A. de C.V. to develop and 
expand retailing services in Mexico. Today, the com- 
pany's joint venture is Mexico's largest retailer, and it 
operates 28 warehouse clubs and 18 super centers, along 
with 106 CIFRA joint venture units throughout Mexico. 
In fiscal 1996 and 1997, the company went on to enter 
into similar joint venture agreements with local compa- 
nies in Argentina, China and Indonesia, and operates 


. Wal-Mart retail outlets in all of these countries. 


While working in joint venture companies, the employees 
at Wal-Mart retail outlets in developing countries are un- 
der the management control of Wal-Mart Stores and fall 
under the company's internal operating guidelines and 
procedures. "Wal-Mart recently made a commitment to 


assess the wages it pays its workers in developing coun- 


tries to ensure the company pays wages that at least meet 
workers' basic needs. 


Wal-Mart's Standards for Vendor Partners 


Wal-Mart instituted its standards for vendor partners in 
1992. The standards, as well as Wal-Mart's efforts to 
ensure compliance with them, have grown considerably in 
recent years in response to internal needs to improve 
quality control and heightened pressure from human and 
labor rights groups and the greater public, particularly 
after labor violations were found in 1996 at a Wal-Mart 
supplier in Honduras making clothes for Kathie Lee Gif- 
ford's line of women's sportswear. 


While Wal-Mart does not have direct management control 
over the employees at its suppliers' plants and no direct 
contractual relationship with those manufacturers, the 
company requires its vendors and the partners they en- 
gage in contracting, subcontracting and other relation- 
ships to comply with Wal-Mart's business principles, 
covering several areas relating to labor standards: 

e Compliance with applicable laws: Wal-Mart 
reminds vendors that they must comply with all 
applicable national and local laws, and it also alerts 
foreign vendors and suppliers that they must also 
adhere to all import requirements of the U.S. Cus- 
toms Service and other U.S. government agencies. 
Wal-Mart also states that it favors vendors that ex- 
ceed legal minimum requirements to meet, where 
applicable, higher industry standards. * 
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e Wages: Wal-Mart calls on vendor partners to 
compensate their employees fairly by providing 
wages and benefits that are in compliance with the 
leagally reugired minum wages or prevailing indus- 

try wages if higher than legally required minimum 
wages in the countries in which the vendor partners 
are doing business. 

e Working hours: Wal-Mart prefers vendor part- 
ners that limit work weeks to 60 hours, but calls on 
all suppliers to comply with local laws and provide 
at least one day off each work week. Wal-Mart 
also will not use suppliers who "regularly require" 
employees to work more than 60-hours a week. 


e Forced and prison labor: Wal-Mart demands that 
vendor partners maintain employment on a volun- 
tary basis, and the company has a “zero-tolerance” 
policy on the use of forced and prison labor. 


e Child labor: Wal-Mart has a “zero-tolerance” 
policy on the use of child labor, which it defines as 
less than 15 years old or younger than the compul- 
sory school age, if that age is higher than 15. 

e Discrimination: Wal-Mart favors vendor partners 
that demonstrate a social and political commitment 
to basic principles of human rights and who do not 
discriminate against their employees in hiring 
practices or any other term or condition of work, 
on the basis of race, color, national origin, gender, 
religion, disability, sexual orientation or political 
opinion. 

e Health and safety standards: Wal-Mart calls on 
vendor partners to provide safe, clean and healthy 
working conditions for their employees. In particu- 
lar, Wal-Mart asks vendor partners to provide ade- 
quate medical facilities, fire exits and safe equip- 
ment, well lit and comfortable workstations, clean 
restrooms and adequate living quarters where nec- 
essary. Wal-Mart will not do business with any 
vendor partner that provides an unhealthy or haz- 
ardous work environment. 


e Mental or physical coercion: Wal-Mart will not 
do business with any vendor partner that uses 
mental or physical disciplinary practices. 

e Environment: Wal-Mart encourages its suppliers 
to reduce, reuse and recycle, to reduce excess 
packaging and to use recycled and non-toxic mate- 
rials whenever possible. 

° Buy American commitment: Wal-Mart has made 
it a company goal to buy as much merchandise for 
its retail outlets from manufacturers in the United 
States as possible. 
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After the General Board of Pensions and the Interfaith 
Center submitted their shareholder proposal to Wal-Mart, 
the company agreed to enter into talks with the propo- 
nents earlier this year. After these discussions, Wal-Mart 


‚ decided to include a provision to its statement on compli- 


ance with applicable laws that, while not explicitly ad- 
dressing worker rights to organize, says that "All Vendor 
Partners shall comply with the legal requirements and 
standards of their industry...including the labor and em- 


ployment laws of those countries." Wal-Mart also added · 


a section requesting vendors to ensure that workers are 
adequately trained for the jobs they are to perform. 


Monitoring and Enforcement 

While Wal-Mart does not maintain a direct contractual 
relationship with the factories that manufacture goods for 
its stores, Wal-Mart's vendors and their partners, includ- 
ing those outside the United States, are expected to con- 
form to Wal-Mart's principles and values and assure 
compliance in all contracting, subcontracting and other 
relationships. 


Communicating standards: As a result of talks earlier 
this year with the General Board of Pensions and the In- 
terfaith Center, Wal-Mart will require each factory that 
produces goods for it retail outlets to post the company's 
vendor standards at the time of factory certification. 
Copies of Wal-Mart's vendor standards will be translated 
into the appropriate local language of employees. Even 
though Wal-Mart already communicates its vendor stan- 
dards both verbally and in writing to factory managers 
upon contract, the move is seen as a step forward in the 
company's monitoring efforts, since it will give employ- 
ees at suppliers’ plants a better idea of what rights as 


workers they are guaranteed. 


While Wal-Mart has made a commitment to posting its 
supplier standards, the company's management expressed 
reservations in a letter to the General Board of Pensions 
and the Interfaith Center about starting this practice, say- 
ing, “Although we will require posting of our standards, 
Wal-Mart is concerned that our merchandise may be 
manufactured at a particular factory only for a very brief 
period during a year or that our standards will remain 
posted at factories that have not produced Wal-Mart mer- 
chandise for a very long time. This may lead to Wal-Mart 
being unfairly linked with factories that violate our stan- 


dards." 


Factory certifications: Wal-Mart's factory certifications 
are performed by its exclusive buying agent annually. 
The buying agent's factory certifiers are supposed to in- 
spect every factory where goods are produced for which 
Wal-Mart is the importer of record. In addition, Wal- 
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Mart also inspects factories in certain designated coun- 
tries, even if Wal-Mart is not the importer of record. 


The inspections are to occur before production of Wal- 


_Mart’s merchandise. Agents or their inspectors must 


complete a 10 page report for each factory upon imspec- 
tion and discuss the report with each factory manager. 
Each facility must receive a passing score to be certified; 
however, if a factory achieves a score that is below but 


close to the passing score, the factory may be placed on- 


probation and a re-certification visit may be conducted 
after the company makes recommended changes to its 
physical plant or operating procedures. ‘Wal-Mart re- 
certifies factories at least once a year. 


Ongoing monitoring: Part of the contractual agreement 
between Wal-Mart and its vendors and suppliers stipu- 
lates that Wal-Mart and its buying agents have the right to 
make unannounced inspections, which Wal-Mart says it 
does on occasion. According to Wal-Mart, its inspectors 
regularly walk through suppliers' factories and speak with 
workers, and most of the company's factory inspectors 
speak the local language and are familiar with the local 
customs of the countries where they work. 


If a problem is reported, according to Wal-Mart's man- 
agement, an unannounced inspection is made within 24 
hours. Wal-Mart encourages people with knowledge of 
violations at plants producing goods for Wal-Mart to call 
1-800-WMETHIC. The recently launched toll-free num- 
ber, which works worldwide, will be listed on the copies 
of Wal-Mart's vendor standards to be posted in factories 
from which the company's vendors source. 


In addition to checking to ensure factories meet or exceed 
Wal-Mart's safety, health and other workplace standards, 
company inspectors are also supposed to check each fac- 
tory's wage records to verify suppliers are paying workers 
the prevailing local wages or at least the legally required 
minimum wage. 


Enforcement: Wal-Mart's written policies state that the 
company has "zero tolerance" for child labor, slave labor 
and other abuses of human rights. About 115 factories 
around the world were barred from receiving contracts to 
produce direct-sourced merchandise for Wal-Mart as of 
February 1997, according to Wal-Mart's management. 
Not all factories that fail the certification are automati- 
cally denied business, however. As of May 1997, ap- 
proximately 50 factories were on probation pending im- 
provements in fire exits, fire extinguishers and other 
safety problems, according to Wal-Mart, which compa- 
nies have two weeks to fix before a Wal-Mart inspector 
returns. Factories may also be denied business simply 
because they failed to achieve a passing score on the cer- 
tification check list, which includes criteria for quality 
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control purposes as well. Wal-Mart's passing score 
threshold has been raised since the certification program 
began, in order to encourage continual improvements by 
factories. 


Independent monitoring: The proponents gave Wal- 
Mart materials describing the Gap independent monitor- 
ing project at its Mandarin International supplier in San 
Marcos free zone in El Salvador to suggest a direction for 
Wal-Mart to take to ensure its own suppliers comply with 
its standards. (Free zones in El Salvador enable manufac- 
turers to import raw materials duty free—but for process- 
ing only. El Salvador's free zones have attracted garment 
manufacturers that want to produce garments for sale in 
the United States, because the free zones offer liberal la- 
bor laws, low-wage workers, duty-free status and invest- 
ment incentive schemes.) Wal-Mart's management said 
in response to the proponents that "While our direct par- 
ticipation in the project seems unlikely, we will offer our 
full cooperation to any vendor that wishes to participate 
in the Gap project or a similar independent monitoring 
project to improve its factories." 


Gap entered into its independent monitoring project under 
pressure from human and labor rights groups, after the 
National Labor Committee, a labor rights advocacy group 
based in New York, claimed in 1994 and 1995 to have 
discovered abuses such as forced overtime, unsafe work- 
ing conditions and threats to prevent workers from organ- 
izing at Mandarin International's plant in a free zone in 
San Salvador, El Salvador. At the time the violations 
were discovered, Mandarin was producing t-shirts for 
Gap and clothing for other retailers and clothing design- 
ers, including Liz Claiborne, Eddie Bauer and J.Crew. 
Today, a group of local NGOs monitor Mandarin Inter- 
national in El Salvador, making announced and unan- 
nounced visits to the plant and speaking to workers both 
outside and inside the workplace. The local monitoring 
group was formed by the Gap with assistance from Busi- 
ness for Social Responsibility and the Interfaith Center. 
While Wal-Mart has not instituted an independent moni- 
toring program, the company has shored up its vendor 
standards and the monitoring procedures of its exclusive 
buying agent in response to the incident in Honduras. 


In addition, the changes Wal-Mart committed to during 
discussions with the proponents, such as posting the com- 


pany's code in supplier factories, will be completed 


within the next year, according to Wal-Mart's manage- 
ment. | 


Kathie Lee Gifford and Walmart . 


As Wal-Mart states in its standards for vendor partners, 
"the conduct of its vendor partners can be transferred to 
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Wal-Mart and affect its- reputation." Such was the case 
when Kathie Lee Gifford's line of women's apparel, sold 
at Wal-Mart stores, came under scrutiny in spring 1996, 
after the National Labor Committee found contractors for 
Gifford's line in Honduras used child labor and violated 
other labor laws in the country. The National Labor 


. Committee brought a 15-year-old Honduran girl, Wendy 


Diaz, to the United States to appeal publicly to Gifford to 
help end the exploitation of children in factories that pro- 
duce clothing marketed under Gifford's name. Diaz had 
said she was employed for two years making Kathie Lee 
sportswear for Wal-Mart at Global Fashion, a Korean- 
owned sewing shop in Honduras, where she was among 
about 100 children, some as young as 12 years old, who 
routinely worked 60 hours a week for 31 cents an hour. 
Diaz.also said that the Korean owners of the plant fre- 
quently threatened, physically used and sexually har- 
assed their young workers. 


Gifford, along with human and labor rights groups, called 
on Wal-Mart to restore ties with Global Fashion, which 
the retailer had cut off after the allegations, and sponsor 
regular, independent monitoring of the plant. Ап inspec- 
tion conducted after the allegations by the Honduran gov- 
ernment found that only three of the approximately 700 
employees there were under 16 years old, and all of them 
were more than 14 years old and working legally. Human 


.and labor rights groups, however, contend that the viola- 


tions were cleaned up in response to the bad publicity the 
country was receiving and that violations elsewhere in the 
Honduran maquila sector were still widespread. 


In a move to ensure that conditions, such as those alleged 
at Global Fashion in Honduras, did not exist elsewhere or 
happen again, Kathie Lee Gifford announced that she 
would be working with Verite, an independent contractor 
that assists companies in developing and implementing 
monitoring strategies, to formulate an independent moni- 
toring program for her line of clothes. While Verite de- 
veloped a program for Gifford, it never heard back from 
her as to whether or not she would implement the pro- 
gram or require assistance in doing so. Since then, IRRC 
has learned that Kathie Lee Gifford hired Contractor 
Services Compliance Corp., a labor investigation firm, to 
inspect all factories manufacturing merchandise under her 
name. The inspectors; in turn, provide inspections reports 
to Wal-mart on a quarterly basis. Typically, Contractor 
Services Compliance conducts a 24-hour surveillance for 
several days and then periodic follow-ups to determine 
whether the contractors for retailers are meeting the re- 
tailers’ standards. 


Wal-Mart has maintained its position that it will not get 
involved in independent monitoring itself for now, but 
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will support any of its vendors or suppliers should they 
choose to participate in a pilot чыгы monitoring 
project. 

White House Apparel Industry Partnership: Gifford 
has also brought considerable attention to the plight of 
garment workers around the world since the Honduras 
incident by participating in the White House Apparel In- 
dustry Partnership—charged with developing industry 


.. standards for codes of conduct, monitoring and enforce- 


ment procedures. 


After months of difficult and contentious negotiations, the 
President's Apparel Industry Partnership—which includes 
such familiar names in.the apparel world as Nike, Ree- 
bok, Liz Claiborne, Patagonia, Nicole Miller and Phillips- 
Van Heusen—unveiled its prototype “code of conduct” in 
April, aimed at eliminating sweat shop conditions in the 
domestic and Third World factories that make clothing 
sold in the United States and abroad. The President hopes 
the code—although strictly voluntary—will set the stan- 
dard for the apparel industry and meet the concerns of 
labor, religious and human rights activists. The White 
House Apparel Industry Partnership's code goes beyond 
Dillard’s business policy in many areas. It asks compa- 
nies to: 


e stop use of forced labor; 


e ensure that their suppliers define child labor as 
those workers below the age of 15, unless defined. 
as 14 by the country in which they operate; 

e provide a safe and healthy work environment; 

e pay livable wages; 

e eliminate workplace discrimination; 

e allow workers to associate freely and form unions; 


e limit overtime work to no more than 12 hours 
above the normal work week; 


e comply with local laws on paying premium iii im 
for overtime work; and 


e allow at least one day of rest per week for workers. 
The ultimate goal—umnrealized by the group so far—is to 
come up not only with a code, but also with a system to 


give consumers reliable information about which gar- 
ment-makers are living up to the code. 


The task force has been the object of considerable scru- 
tiny since its creation last August. The question for ob- 
servers and participants was whether the group would be 
able to stake out new ground on the contentious sweat- 
shop issue or founder on traditional areas of disagree- 
ment. The answer seems to be a bit of both. 
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The agreement did take a position on some controversial 
matters, including that apparel makers should take re- 
sponsibility for labor conditions of the independently 
owned factories that make their products—an idea that 
has by no means been a matter of consensus in the past. 
The partnership also agreed that companies are obligated 
to monitor factories to ensure compliance with their 
codes. 


The agreement did not resolve several important matters, 
however, which will now be handed over to a successor 
association. These include: 


e {һе degree to which monitoring of factories is to be 
transparent and to involve independent organiza- 
tions; ; | j 

e what it means for an employer to adopt à code that 
stipulates that *employers shall recognize and re- 
spect the right of employees to freedom of associa- 
tion and collective bargaining" if the company is 
sourcing goods from countries that do not respect 
such rights, such as China and Indonesia; and 


e what it means for an employer to adopt a code that 
states that "employers recognize that wages are es- 
sential to meeting employees' basic needs," when 
legal wages in many countries arguably do not 
meet this standard. 

Task force member David Schilling of the Interfaith 
Center on Corporate Responsibility called the agreement 
“а step in the right direction" that "raises the bar on 
workplace codes of conduct," but stressed that decisions 
which will determine whether the agreement is meaning- 
ful remain to be debated. 


Gifford, while lending her name to the Wal-Mart label, 
does not speak for the company on the White House part- 
nership. Moreover, while Wal-Mart was moved оу 
Kathie Lee Gifford and others to update its vendor stan- 
dards and institute new internal monitoring procedures, 
the company still has some differences with members of 
the White House partnership and human and labor rights 
groups in general about what a retailer should be doing in 
this area. For example, Wal-Mart does not directly ad- 
dress workers' rights to bargain collectively and associate 
freely, although it does say that its suppliers must abide 
by the employment and labor laws of the countries where 
they do business. In the area of the maximum number of 
hours an employer may ask an employee to work, the 
White House partnership recommends 60 hours as a 
threshold. While Wal-Mart does not stipulate a limit, the 
company does say in its code that it prefers vendor part- 
ners that limit work weeks to 60 hours. Finally, in ensur- 
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ing that suppliers pay workers a living wage, Wal-Mart 
requires suppliers to pay at least the minimum wages 
dictated by local laws and prefers suppliers that meet 
higher industry standards where applicable. Wal-Mart 
also checks its suppliers' payroll records periodically. 
The company however, does not believe it is in the posi- 
tion to decide what local living wages are in each of the 
markets where its suppliers operate, nor does the com- 
pany believe that it can dictate to suppliers with which it 
has no direct contractual relationship the wages they 
should pay their workers. 


National Retail Federation: Unlike most other major 
retailers, Wal-Mart has not signed onto the National Re- 
tail Federation's (NRF) code of conduct. Wal-Mart's 
standards for vendor partners, however, are far more 
comprehensive than the principles and ‘enforcement 
mechanisms embodied in the NRF’s code. Wal-Mart 
apparently would not have to change any internal policies 
or take any additional steps in enforcement or monitoring, 
therefore, to sign on to the NRF's code. | 


Closer to Home 


In terms of its own Wal-Mart employees, the company 
was embroiled in a legal dispute, in May 1997, over un- 
ion representation in Canada. Wal-Mart has filed a suit to 
contest the Ontario Labor Relations Board's ruling to 
certify the United Steelworkers of America as the bar- 
gaining agent at one of the company's two stores in 
Windsor, Ontario. The Ontario labor board's decision 
makes the United Steelworkers of America the first union 
authorized to represent workers in a Wal-Mart retail out- 
let. | 


Wal-Mart is challenging the labor relations board's deci- 
sion on the grounds that it mounts to forced association, 
which Wal-Mart argues violates the rights of its employ- 
ees outlined in the Canadian Charter of Rights and Free- 
doms. Wal-Mart notes that on Feb. 12, 1997, employees 
at the Windsor store voted 151 to 43 against certifica- 
tion,and that an anti-union group of workers decided to 
launch its own court appeal. 

The Ontario Labor Relations Board had ruled.that the 
vote on Feb. 12 was meaningless, as Wal-Mart intimi- 
dated workers by refusing to answer questions about 
whether the store would remain open if a union was in- 
troduced. The labor relations board further ruled that a 
second vote would not be a true test of employees' wishes 
because of the implied threats to job security. The Wind- 
sor store will remain a union shop, unless Ontario's courts 
rule in Wal-Mart's favor during the appeal process. 
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П. PROPONENTS' POSITION 


“I commend Wal-Mart for the changes they have made in | 


the last year," said Tim Smith of the Interfaith Center to 
IRRC, "They have come a long way." Smith also com- 
plemented Wal-Mart on being forthcoming in talks with 
the proponents on this issue, but said the proponents did 
not withdraw the proposal because they still have some 
considerable areas of disagreement with the company. 
These include language in the company's code on the 
right of workers to organize, the company's willingness to 


. participate in independent monitoring programs and Wal- | 


Mart's auditing of its suppliers’ payment of livable wages 


to workers. As of late, the Department of Labor and the 


White House has increased pressure on retailers to take 
greater steps in ensuring their suppliers meet basic labor 
standards. In addition, recent studies from Marymount 
University have demonstrated that consumers are willing 
to pay more for goods not made in sweatshops and to 


III. MANAGEMENT'S POSITION 


Representatives from Wal-Mart's legal department told 
IRRC the company "opposes the proposal because the 
company already has an extensive factory certification 
program performed by our third party buying agent, which 
has several years of factory inspection experience." They 
added, “We believe that the company's vendor standards 
and factory certification program already comply with, or 
we have agreed to comply with, most of the items listed in 
the shareholder proposal." 


Wal-Mart's management said that the areas where Wal- 
Mart has diverged from the proponents' suggestions and 


IV. IRRC ANALYSIS 


Questions Raised 


e On what points does Wal-Mart fall short of meeting 
the proponents' demands? 


e. Would a report to shareholders on the company's 
monitoring efforts help the company's management 


and shareholders decide what the best actions are to . 


take on these issues? 


Of the five points that the proponents want the review 
they are asking of Wal-Mart to address, the two sides have 
reached agreement on two. The company openly engaged 
the proponents in talks earlier this year, and it has made 
зоте changes to its vendor standards and monitoring рго- 
cedures as a result. Clearly the biggest change Wal-Mart 
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avoid stores that sold goods sold in sweatshops, hitting 
directly at retailers' pocket books. The proponents be- 
lieve that, given the calls from labor groups, government 
officials and consumers, Wal-Mart needs to take more 
meaningful steps to assure shareholders and consumers 
that employees who work for their suppliers are guaran- 
teed basic rights, including freedom of association, health- 
ful working conditions, a sustainable community wage 
and a work environment free of child labor and abuse. 
The proponents also conclude that building on the com- 
pany's latest efforts to upgrade its standards and inspec- 
tions to become an industry leader are not only Wal- 
Mart's responsibility as a corporate citizen, but also a 


` matter of sound business practice, since public scandals, 


such as the one surrounding the Kathie Lee Gifford affair 
in Honduras, could adversely affect company sales and 
the value of its brand name in the marketplace. 


has not taken action are those recommendations the com- 
pany believes are "more appropriate for manufacturers 
than for retailers" to undertake. In particular, the com- 
pany believes that for it to monitor sustainable community 
wages on a global basis at factories with which it does not 


contract directly would be impractical. On the independ- 


ent monitoring issue, the company does not believe there 
is a comparable monitoring program operated by non- 
governmental organizations that could inspect the several 
thousand factories its agents inspect each year. 


agreed to, albeit with reservation, was to post its vendor 
standards in its supplier plants in the appropriate language 
and to include a toll free hot line for workers to call if they 
spot or experience violations of Wal-Mart's code. Wal- 
Mart has committed to make these changes by June 30, 
1997. 


Wal-Mart also clarified that it. does not automatically 
blacklist potential suppliers if they at first fail Wal-Mart's 
certification process. They are given a second chance to 
make a passing grade. Wal-Mart, however, continues to 
have a zero tolerance policy for child, forced and prison 
labor. 


The company and the proponents, though, still diverge on 
several issues. Shareholders, therefore, voting on this 
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issue may want to consider the following points of con- 
tention in deciding their vote: 

Workers’ right to organize: The proponents requested 
in the proposal and in speaking with Wal-Mart that the 
company include a statement on workers’ rights to bargain 
collectively and associate freely in the company's code of 
conduct While Wal-Mart has not included a principle 
that explicitly states that vendor partners must allow 
workers to associate freely and may not practice intimida- 


tion tactics to prevent workers from organizing, the com- | 


pany has added a clause to its code asking vendor partners 
to comply with all local laws, including those governing 
employment and labor policies. 

Sustainable community wages: The proponents recom- 
mend that Wal-Mart should begin to monitor the wages its 
suppliers pay to workers to ensure that suppliers are pay- 
ing sustainable community wages. Wal-Mart believes that 
it is impractical for it to monitor purchasing power all 
over the world and to further pressure suppliers, with 


- which the company has no direct contractual relationships, 


to change their compensation policies. 


Independent monitoring: The proponents gave Wal-Mart 
materials describing the Gap independent monitoring 
project as a suggestion of a direction Wal-Mart may want 
to take to ensure its own suppliers comply with its stan- 
dards. Wal-Mart's management said in response that 
“While our direct participation in the project seems un- 
likely, we will offer our full cooperation to any vendor 
that wishes to participate in the Gap project or a similar 
independent monitoring project to improve its factories." 

Two additional areas where the proponents of the share- 
holder resolution and Wal-Mart differ relate to the envi- 
ror-^ent and off-site interviews. While Wal-Mart calls on 
it uppliers to reduce, reuse and recycle, to reduce excess 
packaging and to use recycled. and non-toxic materials 
whenever possible, it does not complete regular inspec- 
tions of each suppliers’ environmental impact or practices 
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as part of its certification process. Wal-Mart argues that 
environmental responsibility is best gauged by testing 
procedures that its certifiers are not trained to complete 
and that would be very costly to the company. 


On the issue of off-site interviews with workers, Wal-Mart 
believes it is not practicable for their certifiers to speak 
with workers outside of the workplace. The company also 
believes that its factory inspections and talks with workers 


. on site, in addition to its unannounced visits when viola- 


tions are reported, are sufficient to ensure compliance for 
now. | 


Shareholders who believe the company already has been 
forthcoming in providing information to shareholders and 
proponents on issues related to its code of conduct and 
that no further value would be served by the requested 
report may want to vote against this proposal. | 

Likewise, shareholders who believe the new steps taken 
by Wal-Mart, including the posting of the company's code 
of conduct at suppliers! plants, are sufficient to prevent 
further labor abuses by suppliers may also be inclined to 
vote against the proposal. 

Other shareholders, who believe that Wal-Mart may be 
falling behind other industry members on international 
supplier standards, and therefore jeopardizing its public 
image, or otherwise believe the company should provide 


. more information to shareholders on these issues may 


wish to consider voting in favor of the resolution. In ad- 
dition, shareholders, who believe that recent calls from the 
White House and its apparel industry partnership for re- 
tailers to make further progress on this issue may be an 
appropriate back drop for Wal-Mart to conduct an audit of 
its own code and monitoring policies may also want to 
send a message to management to further review this issue 
by voting for this proposal. 


See 1997 Social Issues Service Background Report J for 
more information on this issue. 


*o* ok * 
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EXCERPT FROM WAL-MART STORES'S PROXY STATEMENT 


ITEM 3: SHAREHOLDER PROPOSAL 


The Company received a shareholder proposal for 
inclusion in this Proxy Statement. Included with the 
proposal is the shareholders supporting statement. 


Wal-Mart has carefully considered the proposal, to- 


gether with the supporting statement, and has con- 
cluded it cannot support the proposal for the reasons 
given. 


The following shareholder proposal was received 
from the General Board of Pension and Health Bene- 
fits of the United Methodist Church, 1201 Davis Ave- 
nue, Evanston, IL 60201, and seven other sharehold- 


ers. Their names, addresses and the number of shares . 


they hold will be provided upon request. 
Whereas: The public is concerned about the condi- 
tions under which clothing and goods they purchase 
are produced. The media has made people aware that 
many companies are contracting with independent 
producers for goods and services outside the United 
States. А survey conducted by Marymount University 
in 1995, indicates 75% of respondents stated they 
would avoid shopping in stores if they were aware 
that stores sold goods made under sweatshop condi- 
tions. Seventy-eight percent said they would be will- 
ing to pay a dollar more for a $20 garment not made 
in sweatshops. | 


Disturbing information has surfaced about independ- 
ent producers with regard to working conditions, 
wage levels, use of child labor and abuse of workers. 
Our company was faced with this issue when children 
were found working for Global Fashions in Honduras 
sewing clothing for Kathie Lee Gifford's label. As a 
result, Wal-Mart took steps to increase inspections of 
its suppliers to assess compliance with its Standards 
for Vendor Partners. 


We believe companies like Wal-Mart must take re- 
sponsibility for any human rights abuses in plants 
where their products are made. Оп July 16, 1996, 
Department -of Labor Secretary Robert Reich ad- 
dressed the Fashion Industry Forum, stating, "The 
eradication of sweatshops is everyone's responsibility- 
-from companies to consumers.” President Clinton 
recently invited companies to join the White House 
Apparel Industry Partnership, charging the group to 
develop tough criteria to discourage use of sweatshops 
and provide information to consumers. 


Wal-Mart must take meaningful steps to assure share- 
holders and consumers that employees who work for 
their suppliers are guaranteed basic rights, including 
freedom of association, healthful working conditions, 
a sustainable community wage, and a work environ- 
ment free of child labor and abuse. 
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Our company can be a leader in this effort by enforc- 
ing strong vendor standards. We believe Wal-Mart's 
announcement at the Fashion Industry Forum to up- 
grade inspections and consider implementation of 
independent monitoring is a step in the right direction. 
Through the use of independent monitoring (as used 
by The Gap, Inc. in El Salvador), there can be greater 
assurance of adherence to Wal- Mart's vendor stan- 
dards. 


Resolved: Shareholders request the Board of Direc- 
tors to report, without confidential information and at 
reasonable cost, on its Standards for Vendor Partners, 
and review compliance mechanisms for vendors, sub- 
contractors and buying agents in the countries where it 
sources. The report should be available to sharehold- 
ers by September, 1997. This review should include: 

1. Summary of current company policies regarding 
vendor standards, including clear definition of 
workers' rights to organize and required work 
hours per week. 

2. Policies to implement ongoing adjustment of 
salaries to ensure adequate purchasing power and 
a sustainable community wage. 

3. Procedures for internal compliance and external 
monitoring, in conjunction with local non- 
governmental organizations. 

4. Insuring that Wal-Marts vendor standards are 
translated into the languages of employees 
where the company has contracts, and distribu- 
tion to employees. 

5. Procedures to encourage vendors to raise stan- 
dards, instead of terminating its contracts. 


WAL-MART'S STATEMENT IN OPPOSITION 


Wal-Mart set forth standards for our vendor partners 
in 1992 that require the Company's vendors to: 


e comply with all applicable laws; | 

e fairly compensate employees at the higher of 
legally required minimum wages or the prevail- 
ing industry wages; | 

e maintain reasonable work hours; 

e maintain employment on a voluntary basis; 

e base employment оп an individual's ability to do 
the job, not on the basis of personal characteris- 
tics or beliefs; 

e maintain a safe, clean and healthy workplace 
environment; and > 


e demonstrate a commitment to the environment. 
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Also in 1992, Wal-Mart established a factory inspec- 

tion and certification program. Each year, Wal- 

Mart's exclusive huying agent inspects every factory 

that produces goods for which Wal-Mart is the im- 

porter of record. Last year, more than 3,500 factories 

all over the world were inspected. Over 100 factories 

around the world are currently barred from producing 

merchandise for Wal-Mart. 

A factory is automatically denied certification and 

Wal-Mart will not buy goods produced in that factory 

if any of the following are discovered: — 

e inadequate fire safety equipment; 

e locked or blocked fire exits; 

e Шера! child labor; 

e  'evidence of transshipment of goods (labeling 
` showing an incorrect country of origin); or 

e . evidence of forced labor or prison labor. 

Certification is also denied if the factory's total score 

assigned by the inspector falls below the passing rate. 


‘Factories are encouraged to correct problems identi- 


fied by the inspectors. The passing score has been 
raised since the program began to encourage continual 
improvement by factories. 


If inspectors discover the problems listed above at a 
vendor's factory, Wal-Mart will not place any orders 
with that vendor for goods manufactured in that 
country. If a vendor has any of the violations listed 
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above in more than one country, Wal-Mart will not do 
any business with that vendor. 

The Company is proud of its factory inspection pro- 
gram and believes that much good has been accom- 
plished through the program. Wal-Mart is making 
certain changes to the factory inspection program, in 
part as a result of discussions with the shareholder 
proponents. For example, the Company will require 
posting of its vendor standards in factories. Wal- Mart 
will also have. its vendor standards or a summary 
translated into certain major languages. Finally, the 
Company will provide an 800 number so that sus- 
pected violations of its vendor standards may be easily 
reported. 


The proposal asks Wal-Mart to take steps that are the 
responsibility of its vendors. Wal-Mart vendors ac- 
knowledge their responsibilities in this area by signing 
a vendor agreement in which they pledge to comply 
with Wal-Mart's vendor standards. The shareholder 
resolution also asks Wal-Mart to take steps that are 
too broad. For example, the proponents want Wal- 
Mart to force vendors to raise wages beyond legally 
required minimum wages and to pay outside organi- 
zations with little or no factory inspection experience 
to conduct inspections. The Company believes that 
these portions of the proposal would be very costly, 
placing the Company at a competitive disadvantage, 
while having little real impact. For these reasons, the 
Board urges you to vote against the proposal. 


A‏ ا 
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M Asks ` the a. to review з por 3-4 int 
guidelines on maintaining investments in: or withdrawing `- 


from countries: with systematic human rights. abuse, with 
an illegitimate government, and against which there have 
been calls for economic sanctions. — — 
Similar resolution last year? No 


Proponents 
Sisters of Loretto (300 rw and Missionary Oblates 


(800 shares), both of which are affiliated with the Inter- . 


faith Center on Corporate Responsibility. 


At Issue 


Caterpillar has two иніо in Burma, whose military 
government has perpetrated severe human rights abuses. 
Myanmar Tractors and Trading Co. Ltd. is the Caterpillar 
dealer, and Delcom 15 the distributor for Solar Turbines 
Inc., а wholly owned subsidiary of Caterpillar. The gov- 
emment's Myanmar Railways has reported that it has 
purchased an unspecified number of 2 AER hone noue: 
locomotives from Caterpillar. 


Caterpillar also. has extensive operations in China and 
Indonesia, two other countries that shareholder activists 
have targeted as having severe human rights abuses. 


1. Elect directors 
Ratify selection of auditors 
SP- establish human rights guidelines-Burma 
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Summary 


Я Massachusetts and її local governments dad рн " | 
^. laws that restrict those jurisdictions in contracting with ` 
companies that do business in Burma, and lawmakers in 


several states and cities are considering bills that would 
target companies operating in Tibet and Indonesia. 


Economic Impact on the Company 


If Caterpillar were to develop guidelines that require the 
company to withdraw from Burma or other foreign mar- 
kets, it would remove the risk of losing out on U.S. state 
and local infrastructure equipment contracts. However, 
the company would also lose much of the business it cur- 
rently realizes in those foreign markets (although third 
party distributors undoubtedly would continue to sell Cat- 
erpillar products in-country). s 
Theoretically, Caterpillar could develop a code and im- 
plement it in such a way that it would not have to with- 
draw from, or otherwise substantially alter, its activities in 
Burma or other foreign markets. If the company decides 
not to withdraw, it will continue to enjoy revenues from 
foreign markets, but risks losing potential U.S. state and 
local government contracts under selective purchasing 
provisions. | | 


by Brenda G. Bateman 
| March 18, 1997. 
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L. CATERPILLAR AND HUMAN RIGHTS 


The company manufactures earth moving, construction 
and materials handling miachinery, equipment and diesel 
engines. It also provides various financial il products and 
services. 


The company's sales rose 2.3 percent from $15.5 billion 
in 1995 to $15.8 billion in 1996. Revenues also in- 
creased, from $621 million in 1995 to $708 million in 
1996—14 percent. In its proxy statement, Caterpillar 


says most of its increases came from sales in the - 
Asia/Pacific regions and United States and, to a lesser . 
-extent, Africa/Middle East and Latin America.. Sales 

declined in Europe, the aa of ingles m 
i m omui xh | жок 


Е : | Total returns (9 | 
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Operations in Burma 


Caterpillar is one of 50 U.S. companies IRRC has identi- 
fied with ties to Burma. The company told IRRC in Feb- 
ruary 1997 that is has two distributors in Burma. Myan- 
mar Tractors and Trading Co. Ltd. is the Caterpillar 
dealer, and Delcom is the distributor for Solar Turbines 
Inc., a wholly owned subsidiary of Caterpillar. The Delhi 
Financial Express reported on Oct. 5, 1996, that Myan- 
mar Tractors & Trading secured $40 million in orders 


from the Burmese Defense Ministry. This sale also was | 


reported in the June 1996 “Foreign Economic Trends" 
report, released by the U.S. Embassy in Burma. 

The government's Myanmar Railways has reported that it 
has purchased an unspecified number of 2,000 horse- 
power locomotives from Caterpillar. In addition, the 
government paper, New Light of Myanmar, reported that a 
delegation led by a Burmese military junta minister vis- 
ited Caterpillar plants in the United States in April 1996. 


Other Operations 


China: In 1994, Caterpillar formed a joint venture, Cat- 
erpillar China Ltd., to serve its clients in China. The 
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company invested $70 million to create Caterpillar Xuz- 
hou Ltd., which manufactures hydraulic excavators in 
China. 


In October 1995, Caterpillar announced $30 million in - 
sales of mining equipment and trucks to China's largest 
coal mine, the Tai Bao coal mine. In September 1995, 


` Caterpillar announced plans to provide nine generators— 


for $18 million—to the Chinese cities of Huidong and - 
Hainan for the generation of 39 megawatts of power. 
Two Chinese-American юш venture groups таны 
ће generators. | 


· . Also in 1995, Caterpillar E the ‘ee of 20 off 27 m 
a highway trucks for $12 million to the Yangtze River" ea iea 
.. Three Gorges. ET a massive Chinese —S и 
.: project. ` r us 


In May 1996, the U.S. mom Bank denied a re- 


` quest for financial assistance from three companies— 


including Caterpillar—to support the companies’ bids to 
provide equipment for the Three Gorges Dam. project. 
Bill Lane, Caterpillar's manager of international govern- 
mental affairs, told IRRC in 1996 that he was 
“astonished...that the White House would cede that mar- 
ket to foreign competition... The winning contractors will 
be well-positioned in China for the next few decades." 


Officials at the Ex-Im Bank had encouraged Caterpillar to 
submit a request for a "letter of interest," purportedly to 


bring the issue to the forefront and force an internal deci- 


sion. Caterpillar informed the bank on Oct. 6, 1995, of its 
interest in securing financing for $50 million. worth of 
U.S. exports. 


Indonesia: Caterpillar has production арены in In- 
donesia. In 1996, Caterpillar's Donald Fites wrote a letter 
to then-Sen. Paul Simon of Illinois (D), stating that | 
"Indonesia is Caterpillar's third largest foreign market, 
with annual sales of $300 to $400 million." The com- 
pany's distributor in Indonesia, PT Trakindo Utama, 
supplies earth-moving equipment for one of Indonesia's 


. largest gold mines, in Kalimantan, which is owned by РТ. 


Kelian Equatorial Mining. 

Other: Caterpillar’s operations other Asian operations 
include the Philippines, Thailand and Taiwan. The 
company has subsidiary operations in India, and its prod- 


ucts are also distributed in the United Arab Emirates. 


IRRC Proxy Report 


. might bea sensitive one for the firm at this time, consider 


1997 Social Issues Service Company Report K 


П. PROPONENTS' POSITION 


Father Seamus Finn, who filed the resolution on behalf of 
the Missionary Oblates, told IRRC that although Caterpil- 
lar has less extensive operations in Burma than a number 
of other U.S. firms operating there, the proponents filed 
this proposal because, “it is our position that ло U.S. com- 
panies have any business operating in Burma at this time.” 
Finn said that although he has had productive negotiations 
with the company in the past—over issues such as work- 
place diversity-—there was no correspondence between the . 
proponents and company on the issue of Burma this year. ` 
. Finn observed, “We: haven't heard from. them ata all this - 


тг! 


5" 7 year. Generally, it has been their policy to contact us on | 


° -issues of сопсёгп.” . Fion surmised: that the Burma issue 


. ` ing the debate at the federal level regarding sanctions, 

The proponents want Caterpillar to evaluate and me 
guidelines for conducting business in countries such as 
Burma, where there is severe human rights abuse. Finn 


said there is already a widespread belief that these condi- ` 


tions exist, and “even legislation from Washington has set 


Ш. MANAGEMENT'S POSITION | 


' Management opposes the proposal to establish its own 
human rights criteria, saying "Caterpillar competes in a 
world composed of different races, religions, cultures, 
customs, political philosophies, languages, economic re- 
sources and geography. We must respect these differ- 
ences and realize that neither we nor the United States can . 
impose its values on the world." | 


Rather than “remake the world” to adhere to a EEE 
political philosophy, management says, the company 
would do better to improve the quality of life wherever it 
does business, by helping to develop infrastructure and 
transmit knowledge. 


Management also expresses apprehension that implemen- 
tation of the resolution would mean the company would ` 
then be in the position of having to “assess and respond to 
any number of political and ideological disagreements 
which may arise wherever we do business." Caterpillar 
joins a growing movement of firms that have expressed 

dissatisfaction over the growing trend toward sanctions 

| x^ ee 
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subsidiary in Burma.” 
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guidelines for imposing sanctions; a number of people say 
these conditions have been met, and are now calling for 
sanctions.” In addition, they note that Aung San Suu Kyi, 


a Nobel peace laureate and the leader of the Burmese de- ` 


mocracy movement, has called for economic sanctions on 
her country in response to the worsening repression there. 


Given the potential for further sanctions, Finn said, the 


.proponents would like to know how Cererpitiar plans to 


proceed. 


The proponents cite Levi Strauss as an example of corpo- 


„rate mores directing operations overseas. The privately 


owned Levi Strauss has a well-publicized code of conduct, 
.. that it has cited as its reason for ори ош of Burma i in. 
3 1992 and China in 1993. међу > x um = 


(One of the “whereas” statements . орања 
Affiliations reported that Caterpillar has a wholly owned 
However, in February 1997 corre- 
spondence with IRRC, Caterpillar confirmed that the sub- 
sidiary in question is actually pris ere in Bermuda, 
not Burma.) 


against companies that do business in countries with poor 
human rights records. 

A corporate campaign, led by the National Foreign Trade 
Council, seeks to persuade government decision-makers, 
as well as the general public, that too many sanctions are 


harming too many companies—and their workers. One of ` 


the lobbyists working for the National Foreign Trade 
Council on this issue is Clayton Yeutter, a member of Cat- 
erpillar’s board of directors. 


The company asserts in its proxy statement that unilateral 
sanction, especially corporate boycotts, “are ineffective, 
injuring the economic ‘interests of the boycotting entity.” 
If sanctions are to be imposed, management says, it would 
be preferable for them to be imposed by a multilateral 
organization and observed by all multinationals. The 
company also emphasizes a need to compete on a global 
scale, and dismisses the idea of establishing a “country- 


by-country foreign роНсу:” 
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| ‚ back or ead its operations in countries with poor human ` 

` „rights records? . How: shareholders answer.this question 

, ..will hinge, in part, on their views of the appropriate role. 

` of companies in society. In its proxy statement, the com- . 

pany posits that this shareholder resolution is inappropri- ` 
ate because, if adopted, it would “put Caterpillar in the 


4 - Caterpillar 


IV. IRRC ANALYSIS 


Questions Raised 
The resolution raises the following questions: 


e Is it appropriate for Caterpillar to make determina- | 
tions about the human rights record and legitimacy 
of the government in countries where it operates? 


e How effective are sanctions—particularly by a sin-. 
gle company—in realizing political goals? 

e What would be the economic impact on Caterpillar 
if it adopted the resolution? 


Š aaa ‚сошрапу- role: Should: Caterpillar. as -human rights record are better addressed at Ше govem- . 
mental level and through international Pu escape | 


: ' rather than by individual companies. ^ BL sr 
-In support of this view, the National Association of Mami м 


business of making political decisions." In contrast, the 
proponents clearly believe that Caterpillar cannot avoid 
making political decisions, and that it is making a political 
decision whether it stays in or leaves the countries in 
question. 


Efficacy of sanctions: Whether shareholders believe 
Caterpillar should scale back or end its operations in 
countries with poor human rights records will also hinge 


. on their views. of the Ex of sanctions in achieving 


political goals. 


The proponents believe that ЕЕ has а moral and 
economic obligation to reconsider its ties to countries 
ruled by repressive regimes. They suggest that the com- 


. pany's operations in countries like Burma strengthen 
military governments бу providing legitimacy and by . 


payment of tax dollars, and hurt the company’s reputation. 
They also note that democracy activists in Burma are now 
calling for economic sanctions: Indeed, activists-in-exile 
have told the media and policymakers that widespread 
corporate withdrawal from Burma can only help the pro- 
democracy cause at this point, not harm it. ` 


Caterpillar, like many other countries in similar positions, 
argues that companies can do more good by remaining 


constructively engaged in such countries. Although Cat- ` 


erpillar remains silent on this issue, other companies have 
told IRRC that the programs they have established for the 
local population, such as schools and hospitals, would be 
adversely. affected if sanctions were imposed. One corpo- 
rate executive in Asia, for example, criticized Levi's 


- withdrawal from China as irresponsible, telling IRRC, 


“pulling out of China wasn’t the best thing to do. We're 
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supposed to- help set standards, not go out of pusiness by 
having standards,” 


In contrast with these companies, however, Caterpillar 


clearly is uncomfortable with the notion that it can help 


set standards or impose values, although it believes that it - 


can indirectly benefit the material standard of living i in the 
countries where it operates. 


A related issue is whether a boycott by individual compa- 
nies will make a difference in the targeted country. Man-: 
agement says it believes that concerns over a country's 


= “д”. p PT ж 
y ed 


facturérs released a report on March 4, ‘cataloguing US. 
Unilateral Economic Sanctions for Economic Purposes 


1993-1996. The report catalogues a wide: scatter-shot of 
federal laws and executive actions that have recently tar-- 


geted 35 countries such as Afghanistan, Cuba, Libya, 
Syria for i issues such as human rights, anti-terrorism, nu- 
clear non-proliferation and anti-narcotics. The МАМ. 
report concludes that these federal actions have, for the 
most part, had little impact on the behavior of these gov- 
ernments. 


The proponents, however, are not focusing on "— 
in isolation; similar resolutions have also been submitted 
to several other companies. Moreover, the proponents 
clearly see themselves as part of a broader movement that 
encompasses the state and city lawmakers who have 
passed selective contracting laws targeting firms operating 
in countries with poor human rights records. Although the 
movement in relation to Burma is still quite young, this 
campaign is modeled on the anti-apartheid movement, 
where state and local laws, as well as boycotts and share- 
holder resolutions, appeared to work in combination, over 
time, to bring pressure on the South African ШИ 


to end apartheid. 


Certainly, over the last year, a wide range of multinational 
firms have left Burma, citing human rights concerns and 
pressure from selective purchasing laws. These firms in- 
clude Apple Computer, Black & Veatch, Bradlees, Carls- 
berg A/S, Dayton-Hudson, Eastman Kodak, Federated 
Department Stores, London Fog, J.C. Penney, e 


Phillips Electronics and Walt Disney Co; 


Likely impact on Caterpillar: There are two general 
approaches to take in evaluating the economic impact on ` 
the company of adopting this resolution. The first, based | 
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on a more literal reading, is to view the proposal as a re- 
quest for a general board reconsideration of involvement 
in Burma and other countries with governments that sys- 
tematically abuse human rights or have illegitimate gov- 
emments. This reviéw would have no predetermined out- 
come, and could result in a range of recommendations 
from maintaining the status quo to withdrawal. The sec- 
ond approach would view support for the resolutions as a 
signal to management that it should nave clear human 
rights criteria that will keep it out of new contracts in 
countries where there are pervasive violations of human 
rights. 

Were the company to adopt the resolution, it is unclear 


.. ‘how many countries in which. it operates would, by its — 
- - "determination, fall’ afoul of these guidelines and what : 

. ` ` policies the company would adopt toward them in re- 
`. sponse. Caterpillar does operate іп several. countries with ` 

governments that, according to Amnesty International, : 

. Freedom House and the U.S. State Department, systemati- - 


cally abuse human rights, anig them ‘Burma, China and 
Indonesia. _ 


Theoretically, Caterpillar could "C a code and im- 
plement it іп such a way that it would not have to with- 
draw from, or otherwise substantially alter, its activities in 
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foreign markets, and may, in reality, incur relatively few 
costs in the form of lost contracts with state and local 
public works departments under selective purchasing 
provisions, since the-bulk of Caterpillar equipment is pur- 


` chased primarily by construction companies, not the gov- 
ernments themselves. Caterpillar is not a consumer prod- 


ucts company, so boycott tactics that worked with Apple 
and PepsiCo may not have the same effect at Caterpillar. 

А policy that requires Caterpillar to withdraw only from 
Burma would have a relatively limited impact on Caterpil- 
lar, since the company has devoted relatively few re- 


sources to its market in Burma, in contrast to its much - 


more significant operations in China and Indonesia. 


Moreover, the 1055 of sales in Burma might very well be 
compensated. by being able to continue bidding on supply | 
-contracts with U.S. state and local govenmients that have 
^ selective purchasing laws. ` | у о 


A unilateral corporate policy that also ericompasses China, 


Indonesia and other countries with documented human 


rights abuses might shut out potential sales and contract 
revenues that could add up quickly. Caterpillar has strong 
competitors in the earth-moving industry—including 
Deere, Case Corp., Komatsu and Hitachi—that could po- 


tentially step into a vacuum created by a Caterpillar with- | 


Burma or other foreign markets. If the сотрапу decides drawal. 
not to withdraw, it will continue to enjoy revenues from 
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EXCERPT FROM CATERPILLAR'S PROXY STATEMENT 


Shareholders request the board of directors to . 
review and develop guidelines for country selec- 
tion and report these guidelines to shareholders 
and employees by September 1997. In its re- 
view, the board shall develop guidelines on 
maintaining investments in or withdrawing from 
countries where: | 
1) there is a pattern of ongoing and systematic 
violation of human rights; 
2) a government is illegitimate; 

` 3) there is a call by human rights advocates, pro- 
democracy organizations or legitimately elected 
representatives for economic sanctions against 
their country. 


Whereas: Levi Strauss & Co. bases its decision 
on whether to do business in certain countries 
based on criteria that include whether: 
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“brand image would be adversely affected by a у 
country's perception ог image among our cus- 
tomers and/or consumers" . 


"Human rights environment would prevent us 
from conducting business activities in a manner 
that is consistent with the Global Sourcing: 
Guidelines and other Company policies" 


“Political, economic and social environment 
would threaten the company’s sian and/or 
commercial interests” 


Nobel Peace Prize Laureate and Burmese de- 
mocracy movement leader Aung San Suu Kyi. 
has specifically called for economic sanctions on 
Burma: уз | 

Hoppenstedt Affiliations reported that Caterpillar 
has a wholly owned subsidiary in Burma. The 
Bangkok Nation reported that Caterpillar em- 
ploys about 200 Burmese; The New Light of 
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Myanmar reported that a delegation led by a 
Burmese military junta minister visited Caterpil- 
lar plants in the United States in April 1996; 


The Delhi Financial Express reported on Oct. 5, 
1996 that Myanmar Tractors & Trading Co. Ltd., 
a dealer for Caterpillar in Burma, secured orders 
worth $40 million from the Burmese Defense 
Ministry; 


In its June 1996 “Foreign Economic Trends" 
report, the U.S. Embassy in Burma stated that, 
"In mid-1996, representatives of a U.S.-based 
manufacturer indicated that their firm had recent 
sold 05530 million of dual-use heavy construc- 


> tion equipment to the Defense Ministry" 5 Direc-. NER 
torate of Procurement.” (The term’ “dual-use” FEM 
indicates. equipment that сап be used for either peh 
civilian or military purposes. ): | 


Eight -cities—Ann Arbor, Mich.,. Berkeley, 


Calif., Carrboro, N.C., Madison, Wisc., Oakland, 
Calif, San Francisco, Calif, Santa Monica, 
Calif, Takoma Park, Md.—and the Common- 
wealth of Massachusetts have enacted laws that 
effectively prohibit municipal or state purchases 
of products from companies, including Caterpil- 
lar, that do business in Burma. Similar Burma- 


related legislation is pending in other cities in- | 


cluding New York City. 


In September 1996, President Clintoi signed into 
law a measure that included a conditional ban on 
new U.S. investment in Burma despite кла 
by Caterpillar and other companies; 


Caterpillar also does business in other countries . 
with cortroversial human rights records: UNE | 


and Indc ` «sia. 
Manage. 202$ Statement 


As a company that manufaétures and distributes 
on a global scale, Caterpillar competes in a 
world composed of differing races, religions, 
cultures, customs, political philosophies, lan- 
guages, economic resources and geography. We 


‚ must respect these differences and realize that 


neither we nor the United States can impose its 
values on the world. 


It is not our purpose to remake the world in the 


` image of any political, moral or religious phi- 


losophy with which we may be comfortable. 
Rather, we hope to help improve the quality of 
life, wherever we do business, by serving as 


means of developing infrastructure and natural 


resources and transmitting knowledge that has 


\ 
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been found useful elsewhere, thereby creating 
jobs and better living conditions. 


The additional standards suggested by the pro- 
ponents for determining whether business should 
be conducted in a particular country would put 
Caterpillar in the business of making political 
decisions. We are being asked to investigate and 
determine whether there is a "systematic viola- 
tion of human rights" and decide whether “а 
government is illegitimate." We believe these 
are decisions to be made by international entities 
such as the United Nations and perhaps, gov- 
ernmental authorities; nof individual | persons or 
companies. Where the United States govern- 


, ; ment has mandated that U.S: 'companies refrain 2 2 s k | 
бот commerce, we have complied, often to ће... ` 
. advantage of our foreign competitors History e. 


has shown that single country, let alone согро-. 


rate boycotts and sanctions, are ineffective, injur- ` 


i ing the economic interests of the — en | 
шу. ` 


We до not always agree with the — ог ac- 


| tions of governments in every place we operate. 


However, due to the long-term nature of our 
business and the inevitability of political and 
social change, we long ago concluded that it is 
neither prudent nor appropriate for use to estab- 


' lish our own country-by-country foreign policy. 


The proposal would put us in the untenable po- 


 Sition of having to assess and respond to any 


number of political and ideological disagree- 
ments which may arise wherever we do business. 


Your board of directors recommends a vote 
against this proposal. 
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== Child Labor 
Prohibition of Child Labor May Backfire 
From Textile Industry 
To Prostitution and Welding 


In Bangladesh 


Children as Economic Asset 
In Agrarian Societies 


Where norms? | | 
“Universality” of human rights reflect Western Values 


“Relativity” reflects regionally based values 
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ШШ Human Rights and Corporate 
Responsibility 


Areas of Corporate Ethical Concern 
Conflicts with Indigenous Peoples 
Use of forced or child labor 
Strategic support for Dictatorships 
Involvement in unacceptable labor conditions 


Debate over Role of 
National governments 
International Organizations 
Multinational Corporations 
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BASIC ELEMENTS OF BUSINESS FRAUD 
by Professor G. Richard Shell 


One of the most basic rules governing market conduct is the law of fraud. A 
knowledge of the rules defining fraudulent behavior is important to business because 
nearly all bargaining encounters force business people to engage in subtle — sometimes 
even blatant — forms of deception. When does conduct cross the line from acceptable 
forms of bluffing and "puffery" to behavior that might subject you or your company to 


significant legal liability? 


Some European civil code provisions suggest that parties must always operate in 
"good faith" with one another, but leave to a review of the commercial circumstances 
whether deceptive conduct violates this standard. American law takes the opposite 
view. It disclaims any general duty of "good faith" in the negotiation of commercial 
agreements. As the United States Court of Appeals for the Seventh Circuitry recently 


stated: 


In a business transaction both sides presumably try to get the best deal. 

That is the essence of bargaining and the free market. ...[N]o legal rule 

bounds the run of business interest. So one cannot characterize self- 

interest as bad faith. No particular demand in negotiations could be 

termed dishonest, even if it seemed outrageous to the other party. The 

proper recourse is to walk away from the bargaining table, not sue for 
. "bad faith" in negotiations. 


Having broadly stated a "zone of freedom" within which parties may jockey for 
advantageous positions, however, U.S. fraud law specifies a number of specific 
circumstances when bad faith conduct violates legal standards. 


THE BASIC ELEMENTS OF FRAUD 


The basic elements of common law fraud are simple to state. А statement is 
fraudulent when the speaker makes a 


1) knowing 

2) misrepresentation 

3) of a material fact 

4) on which the victim reasonably relies and 
2) which causes damages. 


A car dealer commits fraud when he resets a car odometer and sells one of his 
"company" cars as brand new. The dealer knows the car is not new; he misrepresents 
its condition to the buyer; the condition of thé car as used is a fact which is important, 
or "material", to the transaction; the buyer is acting reasonably in relying on such 
statements by a dealer; and damages result. Similarly, a person selling her business 


49 


WHARTO: 


REPROGRAPHICS 


~ + 
Ad 


826 


78 


commits fraud when she lies about the number and kind of debts owed by the 
business. - 


These are the simple cases. But what if the car dealer says you had better buy 
the car today because he has another buyer ready to snatch the car away tomorrow? 
That is a statement of fact. Is it fraudulent if it is а lie? Perhaps, if a customer is acting 
reasonably in relying on this statement as true and the "fact" about the other buyer is 
material tot he decision to pay a particular price. Chances are, however, that such 
statements are not really "material" to the value of the car. Of course, in the U.S., a jury 
gets to determine what is and what is not "material" so there is a degree of legal risk in 
this sort unethical behavior. 


What if the person selling her business says that a large account debt "might be 
renegotiated" if you buy the business? That is not really a statement of fact; it is an 
opinion. It might nevertheless be deemed so misleading as to be fraudulent if the seller 
knows that the creditor would never consider renegotiation. Otherwise, as a statement 
of opinion, such conduct would not be fraud because it is not a statement of "fact". 


It can even be fraud if you misstate and intention, i.e. say you are going to spend 
a loan on new equipment if you are really going to pay off an old debt. In the 
memorable words of a famous English judge, "the state of a man's mind is as much a 
fact as the state of his digestion". Lies regarding intention even have a special name in 
the law: promissory fraud. The key element in a promissory fraud case is proof that 
the speaker knew he would not live up to his promise at the time the promise was 
made, i.e. that he made the promise with his fingers crossed behind his back. Strict 
proof requirements on this element would make this claim a legal rarity, because 
subjective intent can rarely, if ever, be conclusively proven. But the courts have not 
been uniformly strict in the proof required to show an intent not to keep the promise. 
Fraudulent intent cannot be inferred solely from non-performance of the promise, but 
circumstantial evidence such as "sharp" dealing throughout the transaction or a refusal 
to acknowledge that a contract was made is enough to get the case to a jury. · 


' One might think that a good way to avoid trouble in commercial discussions 
might be to avoid "knowing" facts that might be disadvantageous. Watch out for such 
"willful states of ignorance", however. If a businessperson has reason to know that her 
company is in poor financial health but has not yet seen the latest quarterly reports, she 
cannot "turn her back" on an opportunity to review these reports and then go into 
negotiations with an important supplier and say that the company is in good financial 
shape. The legal definition of "knowing" includes statements that are "reckless", i.e., 
those made with a conscious disregard for their truth. Thus, when the information that 
will give the speaker the truth is close at hand and she deliberately turns away from it 
in order to maintain a convenient state of ignorance, the law will treat her as if she 
spoke with full knowledge that her statements were false. 


WHEN DO YOU HAVE A "DUTY TO DISCLOSE"? 
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Must fraud always involve a positive "misrepresentation"? No. Sometimes the 
law imposes a "duty to speak" even when the other side has not asked a question! 
When does a businessperson have a duty to frankly disclose matters that may hurt his 


bargaining position? Under recent cases, the law i imposes affirmative disclosure duties 
in the following four circumstances: 





becomes misleading i in light of all the facts. If you say your company is spem ce you 
are under a duty to disclose if you show a loss in the next quarter and negotiations are 
still ongoing. In short, you have a duty to correct and update yourself. 


2. When the parties stand in a fiduciary relationship to one another. In 
negotiations involving trustees and beneficiaries, for example, parties have a duty of 
complete candor and cannot "be silent and be safe". Trustees must disclose all material 
information to the party that is owed a fiduciary duty. This duty can extend to partners 
in a partnership, to officers and directors of a corporation vis-à-vis shareholders, and to 
members of a family in a family business. You should also note that this exception in 
бош шын with the next one has formed ime basis for the U.S. approach to “insider 





transaction not accessible to the other side. This is a slippery exception, but the best test 
is one of conscience. Indeed, courts often state that the legal test of disclosure is 
whether "equity or good conscience" require that the fact be revealed. Would you feel 
cheated if the other side didn't tell you about the hidden fact? Or would you be 
secretly kicking yourself for not having found it out yourself? If the former, you should 
consult an attorney. A recent case applying this exception held that an employer owed 
a duty of disclosure to a prospective employee to disclose contingency plans for 
shutting down the project for which the employee was hired. In general, sellers have a 
greater duty than buyers to disclose things they know about their own property. Thus, 
a home seller must disclose termite infestation in her home. But an oil company need 
not disclose the existence of oil on a farmer's land when negotiation a purchase unless 
the seller is under some special incapacity — there is a famous case involving an elderly, 
dying widow whom the court found was owed a duty of disclosure regarding the 
existence of oil on her land. Such cases are clearly exceptional, however. 


4. When special transactions are at issue, such as contracts of insurance. In the 
insurance area, insurers have a duty to fully disclose the scope of coverage and 
insureds have a duty to fully disclose the risks of insurance. If you apply for a life 
insurance policy and do not disclose your heart condition, you have committed fraud. 


If none of these four exceptions apply, you are not likely to be found liable for 
fraud based on a nondisclosure. Beware of special statutory modifications of these 
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basic rules, however. As you will see in the next several classes, if the sale of your 
company-involves a purchase or sale of securities, statutory anti-fraud rules may 
impose a stiffer duty of disclosure than may apply in the ordinary case. Companies 
repurchasing stock from employee-shareholders in anticipation of a lucrative merger, 
for example, have been held liable for failing to disclose the existence of the merger 
negotiations to their employees. And companies selling their securities in a public 
offering are under a duty to affirmatively disclose important adverse facts about their 
business to prospective buyers. 


CONCLUSION: BUSINESS ETHICS AND THE LAW 
When commentators assert that deception in business is "unethical", they often 


assume that such conduct is legal and argue that higher ethical sensibilities should 
dictate a better standard of behavior. As itturns out, the law of business fraud is 


infused with the norms of ethical business conduct. Indeed, the leading legal treatise. 


writers on fraud candidly admit that "a new standard of business ethics" has changed 
legal doctrine in the past fifty years. Unethical bargaining practices are, often as not, 
also illegal. Thus, an ethical sensibility, far from being a "luxury" in business, may be 
the best counselor regarding the law that governs fraud. 
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EU CONFIDENTIAL INFORMATION TRADING: 
А MODEL FOR UNDERSTANDING SECURITIES CRIMES 
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By G. Richard Shell* 


Hardly a month goes by without press reports that people in 
well-paying jobs in business or industry are under investigation 
by the Securities and Exchange Commission (SEC) for possible 
illegal securities trading. Indeed, the 1980s "decade of greed" 
notwithstanding, the SEC brought more formal insider trading 
cases and opened more insider trading investigations between 1994 
and 1996 than during any previous two-year period in its entire 
history.! These recent cases increasingly involve ordinary 
business people and middle managers, not Wall Street kingpins 
like Ivan Boeskey or Michael Milken. The results of the cases 
are depressingly similar, however. Those accused first protest 
that they did nothing wrong, then they settle or plea bargain. 
Their careers are shattered and their companies' reputations are 
tarnished. 


ғ 


While there is no way to know for sure, at least some of 
these cases may be the result of confusion over just what is and 
is not illegal trading under the U.S. securities laws. These 
laws are not only complex, they are misleadingly labeled as 
"insider trading" regulations. True, some SEC cases and 
investigations do in fact involve true "corporate insiders," i.e. 
people who work at the firms whose securities are being traded. 
But many such cases do not involve "insiders" in any conventional 
sense of the word. 


Rather, the linchpin of the case is the fact that nonpublic 
information is in play. The actual traders are journalists, 
investment advisors, corporate employees of other companies, 
consultants, brokers, and family members and friends of people 
with access to this nonpublic information. Their crime is 
"Confidential information" tradin not "insider trading." 
What's more, once one sees that it is the nature and use of 
confidential information rather than the status of an individual 
as an "insider" that triggers liability, an interesting facet of 








* G. Richard Shell is Professor of Legal Studies and 
Management at the Wharton School of the University of 
Pennsylvania. | 

| 1 тће SEC brought a record-breaking forty-five formal 
insider trading cases and launched nearly 300 investigations 
involving insider trading allegations in 1994. Securities 
Exchange Commission, 1994 Annual Report (Feb. 15, 1995). The 
final figures are not yet out for 1995, but SEC enforcement 
officials promise that they will be roughly equal to the 1994 
numbers. | TET 
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these laws becomes apparent: it is entirely legal and ethical to 
use confidential information in trading decisions in a 


sur isingly wide variety of cases. 


This article will lay open the rules on "confidential 
information trading" in the plainest and simplest of terms. 
There is no excuse for ignorance of the law in this important 
area, and there is much to be gained from knowing the rules and 
living within them. Moreover, confidential information trading 
regulations are fast becoming a global phenomena. Other 
countries are feeling pressure to strengthen their trading rules 
as the global market for securities becomes more integrated. In 
recent years, both Japan and Germany have introduced new criminal 
laws and obtained convictions against business people trading on 
inside information.? 





Any thorough understanding of securities trading regulation 
must start with the policies underlying these laws. The rules 
reflect a balancing of two basic policies, one social and one 
economic. One the one hand, we all have a general, socially 
derived sense of "fair play" in bvsiness. If certain traders can 
systematically enrich themselves thout limit at the expense of 
less knowledgeable players in th: заре, these less knowledgeable 
players will get the justified impression that the securities 
market is little more than a rigged poker game. Just as it would 
be unfair to permit certain players to see everybody's poker hand 
before they bet, so too is it unfair to let people with 
confidential information about the "true" value of a security 
play the rest of us for suckers in the stock market. Rules 
allowing this would hurt the reputation of capital markets, 
raising the cost of capital to all.? 


On the other hand, the securities markets cannot price 
securities accurately unless they have a steady flow of accurate 
information regarding the value of listed companies. Securities 
regulations barring trades based on confidential information 


?^ бее, e.g., Daniel James Standen, Insider Trading Reforms 
Sweep Across Germany: Bracing for the Cold Winds of Change, 36 


Harvard International Law Journal 177 (1995); Winifred Swan, The 
1988 Japanese Insider Trading Amendments: Will Japan See Results 


from These Tougher Laws?, 12 University of Pennsylvania Journal 
of International Business Law 275 (1991). 





3 For an excellent summary of the "fairness" arguments 
underlying the regulation of inside information trading, see 


Wang, Trading on Material Nonpublic Incormation on Impersonal 
Stock Markets: Who is Нагшеа d Who C Whom Under SE 


10b-5?, 54 Southern California Law Review тте (1981). 
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slows the pace at which accurate information on company value 
reaches the market by chilling communication between corporate 
"insiders," analysts, reporters and others in the investment 
community. We do not want rules that ban all conversations 
between people inside and outside a firm. Nor would it be fair 
to forbid employees from ever trading in their own securities. 
Indeed, modern finance theory suggests that it is wise to 
encourage employees to own their own stock to assure that their 
interests are aligned with those of their shareholders.‘ 

Finally, it would substantially inhibit markets to bar all trades 


that night be based on information not known generally to the 
public. ; 


The rules governing confidential information trading reflect 
the tradeoffs between these two policy perspectives. Basically, 
the rulés are designed to protect the reputation of the capital 
markets without blocking the flow of price information more than 
necessary. In close cases, however, the law tips the balance in 
favor of a concern for market integrity. Thus, there is a bit of 
practical advise worth remembering when situations get overly 
complicated: WHEN IN DOUBT, DON'T TRADE! 


The Legal Foundations of Confidential Information Trading 
Requlation 


There are three statutory sections that prohibit trading in 
the U.S. securities laws. All three are located in the 
Securities Exchange Act of 1934: Section 16(b), Section 10(b), 
and Section 14(e). You don't need to remember the statutory 
names of these provisions to know that they are, respectively: 
the clear rule that applies only to "corporate insiders", the 
broad rule that applies to everybody all the time, and the 
special rule for "tender offers." 





Sections 16(b) of the 1934 Act is the only part of the 
securities laws that can properly be called an "insider trading" 
regulation. This section provides a set of strict, clear 
prohibitions on the trading activities of a single group of 
people: officers, directors, and shareholders owning 10$ or more 
of any class of registered equity securities of all companies 
that must file reports with the SEC. The rules prohibit 
profiting (or avoiding losses) through the use of "short-swing" 
trading. A "short-swing" trade involves either buying and 
selling or selling and buying the stock of the insider's company 





^ For a good summary of the "efficiency" perspective on 


inside information trading, see Carlton & Fischel, The Regulation 
of Insider Trading, 35 Stanford Law Review 857 (1983). 
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within a period of less than six months. 


For example, if the CEO of a company buys some stock in the 
firm on January 1, she must wait six months before selling any 
stock in the firm. Similarly, if the CEO sells some stock on 
January 1, she must wait six months before buying any stock. 
Section 16(а) requires all people covered by the section to 
report to the SEC all trades made. The statute gives the 
corporation, not the SEC, the right to sue for damages when 
Section 16(b) is violated. Thus, ironically, this sort of "pure" 
insider trading is not even a crime. 


Interestingly, a small industry has arisen around the 
reporting requirements of Section 16(a). Newsletters track the 
trades of such insiders and the Wall Street Journal has a column 
called "Inside Track" that reports on Section 16(a) disclosures. 
Some research indicates that people who simply buy when insiders 
buy and sell when insiders sell can "beat the market" by a small 
margin, though this finding is controversial. If true, this 
research suggests that insiders have an information advantage 
over the market based on their overall knowledge of the firm -- 
and that this informational advantage pays off for them quite 
legally over the long haul. 


Implicit in the structure of Section 16 is an admission by 
Congress that corporate insiders should be allowed to own and 
trade the shares of their own firms. Indeed, corporate insiders 
often need to trade for perfectly legitimate reasons having to do 
with needs for cash, needs to exercise options that are part of 
their normal executive compensation schemes, and so on. 





The broadest and most important basis for inside information 
trading regulation in the U.S. is Section 10(b) of the Securities 
Exchange Act of 1934. The Securities and Exchange Commission has 
issued a rule pursuant to this section, called Rule 10b-5, that 
has evolved into a general anti-fraud securities provision 
covering inside information trading as well as other conduct such 
as stock price manipulation and fraudulent or misleading 
corporate announcements. Inside information trading regulation 


under Rule 10b-5 covers four different groups of people, all of 
whom are discussed below. 


а. Who is Covered by Rule 10b-5? 


The four groups of people covered by Rule 10b-5 break down 
as follows: 


1) Corporate Insiders. The term "insider trading" is 
not useless -- it is just misleading. At the most basic level, 
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Rule 10b-5 prohibits trading and "tipping" (passing important, 
nonpublic information from a "tipper" to a "Ејррее" to enable the 
"Lippee" to make illegal profits) by traditional, "corporate 
insiders" such as officers, directors, and employees of the 
issuer of the securities being traded. 


2) "Ouasi-Insiders." The first group of non-insiders 
that the law touches are what many call "quasi-insiders," i.e. 
investment bankers, lawyers, accountants, consultants, and others 
who have contractual or fiduciary relationships with the issuer 
of the securities being traded. Such special relationships 
trigger a special duty to keep the issuer' s inside information 
confidential. 


. 3) Qutsider-Tippees.  Tippees who make illegal profits 
are usually complete "outsiders" to the corporation whose shares 
they trade. They can be friends, family members, golf partners, 
or people met in a club or bar. Such tippees are nevertheless 
liable for illegal trading when the sources of their information 
are traditional insiders or quasi-insiders who have given the tip 
in order to obtain some personal benefit or "quid pro амо." 
Outsider-tippees can also be liable when they receive their 
information from the next category of potential violators -- 
outsiders who breach a duty to their employer. 


4. Outsiders Who Breach a Duty to Their Employer. In 
addition to outsider-tippees, the SEC and the courts have swept a 
much larger group of "outsiders" within the law under what has 
come to be called the "misappropriation theory" of liability. 
Under the misappropriation theory, all people who, as a 
consequence of their employment, gain access to confidential 
market information about the value of securities and use this 
information to enrich themselves and/or their tippees in breach 
of their duties to their employers can be held accountable under 


5 qhe tip must be received in return for some sort of 
benefit or there has been no breach of fiduciary duty by the 
tipper, at least as that duty is defined by the U.S. Supreme 
Court.  Langevoort, Commenta == The Inside ading Sanctions 
Act of 1984 and Its Effect on Existing Law, 37 Vanderbilt Law 
Review 1273 (1984) 





° Chiarella v. United States, 445 U.S. 222, 240 (1980) 
(Burger, C.J., dissenting); Aldave, The Misappropriation Theory: 
Carpenter and Its Aftermath, 49 Ohio State Law Journal 373 
(1988). In recent years, several federal appellate courts have 
ruled that the "misappropriation theory" is an improper extension 
of Section 10(b) and Rule 10b-5. The Supreme Court has never 
definitely ruled one way or the other on the theory. Until it 
does, business people are well-advised to assume that it is the 
law. 
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both the securities laws and ordinary criminal statutes that 
govern federal mail and wire fraud.  "Outsiders" in this group 
include reporters for the business press (employees for such 
publications as Money magazine, Business Week, and the Wall 
Street Journal have all run afoul of SEC investigations), ; 
securities brokers, investment analysts, consultants, lawyers, 
investment bankers, corporate employees and others who, im the 
course of their employment, come into possession of important, 
confidential market information about traded securities апа use 
this information for personal gain in violation of their 
employers' rules. 





Trading Case 


Regardless of which group a case involves, the SEC or 
prosecutors must present some specific evidence to win an illegal 
trading case under Rule 10b-5. This evidence includes: 1) the 
purchase or sale of a security, 2) possession of material, 
nonpublic information, 3) a breach of fiduciary duty or duty of 
confidence by the trader and/or tipper, and 4) an intentional or 
"knowing" state of mind (called "scienter" in the law) by the 
person accused of wrongdoing. Below I discuss each of these 
elements in turn. 


1. Purchase or Sale 






First, the conduct involved is buying or selling securities. 


securities based on material nonpublic information. People make 
just as much, perhaps more money by holding or deciding not to 
buy securities when they happen to know that a corporation is 
about to announce good news (for a "hold") or bad news (for a 
decision not to buy) as they do from illegal trading based on the 
same information. But the law does not penalize "nonaction." Any 
rule that tried to get at such subtle conduct would pose enormous 
problems of proof, and the legal system has no interest in 
attempting to read people's minds. 


2. Securities 


Second, there must be trading in "securities." There is a 
complex definition of this word in American securities law. 
Suffice it to say here that the word "securities" covers all 
forms of stock and bonds and can even cover limited partnership 
shares, shares in small, non-public companies, and any other form 


of investment which the purchaser intends to hold primarily for 
investment. 


3. Materiality 
What about the element of "materiality"? Must the 
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information be earth-shattering to trigger liability? No. ТЕ 
there is a good chance that a "reasonable" investor would 
consider the information important in a decision to buy or sell, 
then the information is "material." There is a lot of 
bootstrapping in court with respect to this element. The 
"purchase or sale" requirement noted above assures that the 
person alleged to have violated the rule thought the information 
was important enough to act upon. From this conduct, a judge or 
jury can infer that the information was "material"! 


For example, suppose you work for Company A and know that a 
merger negotiation is underway between Company A and Company B 
that will surely boost the price of Company B's stock. There has 
been no formal agreement in principle or even a tentative deal on 
price or structure, but you are sure the deal will go through. 
Can you buy some Company B stock on the grounds that the 
information you have is not "material?" Probably not -- the fact 
that you considered the information important and concrete enough 
to risk some of your own money will suggest to a court that the 
average investor would have shared your view. 


4. Nonpublic 


As to the requirement that the information be "nonpublic," 
suffice it to say that the market must have access to information 
for it to be "public." There are lots of "gray area" cases, but 
most involve people trying to put too fine a point on the law and 
losing their reputations as a result. For example, suppose a 
corporate insider goes to the press conference where some good 
news is announced to the media and calls her broker with a "buy" 
order the second the good news words are spoken but before any 
news stories are posted. Is the information "public" or 
"nonpublic"? Answer: still "nonpublic." People who have a duty 
to their employers to refrain from trading on inside information 
have a duty to wait until announcements "hit the market" before 
placing their own "buy" and "sell" orders. 


Suppose the information is quietly released to the press, 
and the press does not report it. 15 the information still 
nonpublic? The answer is "yes." To become "public," information 
must appear in the media, either through a reported story or in a 
paid advertisement. As a practical matter, however, a 
corporation satisfies its duty of public disclosure (and its 
executives may trade) so long as it takes diligent steps to see 
that the information in question is disseminated to the market. 


5. Breach of Fiduciary Duty or Duty of Confidence 

Assuming there is a purchase or sale of a security while the 
trader is in possession of material, nonpublic information, there 
is a further requirement for a finding that the trader has . 
violated the inside information trading laws. The trader” (or 
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"Ltipper") must violate а fiduciary duty or duty of confidence in 


using ор passing on the information. This requirement is 
straightforward where traditional, "corporate insider" and quasi- 
insiders are concerned. When a corporate executive buys the 
stock of her corporation the day before it will announce an 
unexpected, sharp upturn in profits, this purchase violates a 
duty by the executive to the selling stockholders. The executive 
has used her position of trust to take advantage of the very 
people she is supposed to be working for -- her shareholders. A 
similar rationale may apply when an executive unloads stock on an 
unsuspecting buyer (who now becomes an owner of her company 
entitled to fiduciary treatment) in advance of bad news. In the 
words of the SEC, the executive has a duty in these circumstances 
to either "disclose or abstain." | 





The fiduciary/confidence duty concept is just as 
straightforward when applied to "outsiders" and their tippees. 
Using the "misappropriation theory" of confidential information 
trading liability, courts have ruled that purchases or sales of 
securities violating a duty to any employer can violate the 
inside information trading laws. The employer need not be the 
issuer of the traded security. This is where business reporters : 
who have traded on or tipped information about to be published in | 
upcoming issues and employees of firms about to engage in | === 
acquisitions have gotten into trouble. By trading in the stocks 


. of the companies whose value will be affected by a press account 


or merger announcement, these employees have violated employment С | 
rules and misappropriated confidential information belonging to š 
their employers. This breach of duty is linked to their purchase 

and sale.of stock based on possession of material, nonpublic 
information. Result: conviction. 


As noted above, the laws used to prosecute the act of 
illegal trading also apply to the "tipping" of confidential 
information to others. Suppose Jane, a company insider, 
deliberately tells Bill, a relative or friend, some material 
nonpublic information for the purpose of gaining some direct or 
indirect "quid pro quo." апе need not ask for part of the 
profits herself; she need only give the tip in the hopes of 
gaining some concrete "benefit" in return, such as a reciprocal 
tip, admittance into the tippee's "hard to get into" country 
club, or favorable business treatment. Jane herself does not 
trade on this information, but Bill does. Both Jane and Bill are 
liable for inside information trading, provided the other 
requirements noted here are met. The insider has breached a 
fiduciary duty by tipping the information, the person receiving 
the tip knows that a "quid pro quo" is expected and has therefore 
acquired the information with this "taint" attached, and there is 
a purchase or sale of securities based on material, nonpublic 
information. mE | 


The classic "tricky" case involving the duty concept is the 
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"blabbermouth executive" and the overheard conversation. Suppose 
you are getting your hair cut (or waiting on tables or standing 
in an elevator) and innocently overhear a conversation by a 
"blabbermouth executive" about confidential news that will surely 
send a company's stock price soaring the next day. The source of 
your information appears to have every right to know the 
information and there is no indication that he is disclosing it 
to you or anyone else as part of a scheme to induce illicit 
trading -- he is just discussing it indiscreetly. 


Can you legally trade? Sure. You know the information is 
material and nonpublic, but you have not acquired the information 
improperly yourself nor has the executive revealed it to you for 
the purpose of gaining a benefit or making "secret profits." The 
executive has not breached a fiduciary duty for self-gain -- only 
a duty to be careful with company secrets. This lack of an 
improper motive in making and receiving the tip "breaks the 
chain" of illegality as the information comes into your hands. 


But a note of caution is in order. ТЕ your trades arouse 
SEC suspicion, you may be asked to explain how you came by this 
"Lip" and your story, even though true, may not sound very 
convincing. There could be a sticky investigation and your 
reputation could be at risk. Former University of Oklahoma (and 
now Dallas Cowboys) football coach Barry Switzer found this out 
when he overheard some juicy tips of confidential information at 
a track meet and traded. The SEC investigated and found him 
guilty of inside information trading.’ Eventually, he won his 
case on appeal on the grounds that neither he nor the source of 
his tip had violated a fiduciary duty, but it was embarrassing to 
have to defend such a case. | 


6. Intent š 


Finally, the illicit trading or tipping must be done with a 
requisite "state of mind" or, in legal terms, "scienter" 
(scienter is the Latin word for "knowing" or "intentional"). 
Basically, the trading must involve an attempt to deceive, 
manipulate, or defraud. The test for "scienter" is whether the 
individual was aware of or, more broadly, was reckless in being 
unaware of the nature of her acts.  Ignorance of the law is no 
excuse here. If someone knows that they are in possession of 
material. nonpublic information (or has acquired it illicitly or 
аз a consequence of someone else's wrongful conduct) and trades 
on that basis, then they have "scienter" for purposes of inside 
information trading laws. They do not have to be aware that 
their trading or tipping violates a particular law or rule. 


As the layers of "tippees" go deeper and deeper, thus 





7 SEC v. Switzer, 590 F. Supp. 756 (W.D. Okla. 1984). 


9 


837 


838 


490 


extending the distance between the source of the information and 
the final trading, the chances of convicting the tippee who 
trades become more remote. Why? Because it becomes harder and 
harder to prove that the remote tippee has any reason to suspect 
that the information in question leaked as a result of a breach 
of fiduciary duty. The SEC has nevertheless gone to great 
lengths to obtain judgments against tippees who are three or four 
times removed from the source of the information. And the agency 
has been quite successful in getting tippees to testify against 
one another to prove that each level in the tipping chain had the 
needed state of knowledge about the information's source.? 





On the other hand, if someone receives a tip from a broker 
or other investment advisor that is reasonably credible as an _ 
independent source of investment advice, they have no reason to 
suspect that the tip violates any fiduciary duty and therefore 
have no scienter even if the tip is in fact improper. 


3. Section 14(e): The Special Rule that Governs "Tender Offers". 


Special inside information trading rules apply when a 
"tender offer" (i.e. a formal public offer by one company to 
purchase all or part of the securities of another firm) is 
involved. Section 14 of the Securities Exchange Act of 1934 
governs tender offers. The SEC has issued a rule, Rule 14e-3, to 
bar trading based on confidential information relating to a 
contemplated tender offer. The term "insider trading" is totally cC 
misleading as a label to describe the actual crime the SEC can 2d 
punish under Rule 14e-3. 


* 


The standard under Rule 14e-3 is clear: mere knowing 
"possession" of material nonpublic i 1 j | 





Suppose you are walking down Wall Street and stumble over an 
envelope that is marked "confidential." Curious, you look inside 
to find an investment banker's memo detailing tomorrow's 
announcement of a formal "tender offer" (not just a friendly 
merger or acquisition) by the banker's client for another 
company's stock. Could you trade under conventional Rule 10b-5 
inside information trading regulation? Sure. Neither you nor 
anyone else obtained this information wrongfully. It just fell 
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See Floyd Norris, The Labyrinth of 2 Insider Trading 


Cases, New York Times, March 8, 1995, at C1 (describing case in 
which SEC succeeded in probing and convicting nine layers of 
tippees in an inside information trading case). ` 
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into your lap. Neither you nor anyone else breached а fiduciary 
duty. You would be free to trade. 


But you nevertheless will be liable for inside information 
trading under SEC Rule 14e-3. Under this rule, the information 
in question dealt with a "tender offer" and mere possession of 
material, nonpublic information in connection with a trade in the 
target or acquiring company's securities is enough to convict you 
in such cases. There are many in the legal community who think 
the SEC has gone too far in issuing this rule and it has been 
challenged in the courts, but you would be prudent to avoid 
violating this rule until it is overturned or withdrawn by the 
SEC. As the above example demonstrates, Rule 14e-3 is clearly a 
"Confidential information" crime, not an "insider trading" crime. 


Conclusion 


The rules governing trading based on confidential 
information are intricate, but they are not difficult to 
understand once you get past the misleading label of "insider 
trading." Moreover, although other countries are catching up, 
the United States has the strictest set of trading regulations 
anywhere. If you stay on the right side of these information 
trading rules, it is difficult to go wrong anywhere in the world. 
If you cannot remember anything else about this area, however, 
there is one rule that will keep you out of trouble: WHEN IN 
DOUBT, DON'T. 
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А NOTE ON INSIDER TRADING 


Key Insider Trading Cases in the United States Supreme Court 
Chiarella v. United States, 445 U.S. 222 (1980) 


Chiarella was a printer working for Pandick Press in New 
York City. Among the documents he handled were five 
announcements of corporate takeover bids. The names of the 
companies involved were concealed when the documents were 
delivered, and the true names were furnished to the printer only 
the night before the takeover attempt. Chiarella, however, was 
able to ascertain the identity of the companies involved from the 
information contained in the documents. He used this information 
to purchase stock in the target companies, which he then sold 
immediately after the takeover; in 14 months, he earned over 
$30,000 based on this information. The Securities and Exchange 
Commission (SEC) became aware of his activities, and he was 
subsequently charged with 17 counts of violating section 10(b) of 
the SEC Act of 1934 and Rule 10b-5 and found guilty based on the 
SEC's theory that anyone who "possessed" material, nonpublic 
information had a duty to either disclose it or abstain from 
trading. 


Highlights of the Supreme Court Opinion Reversing the Guilty 
Verdict | 

Ihe Supreme Court definitively overruled the SEC's theory 
that mere "possession" of material, nonpublic information was a 
sufficient basis for prosecuting a person who trades and makes 
money. Something more was required -- a breach of fiduciary 
duty. The Court stopped short of defining just what sort of 
fiduciary duty might suffice, however. 


The Court addressed itself to the question of “whether a 
person who learns from the confidential documents of one 
corporation that it is planning an attempt to secure control of a 
second corporation violates section 10(b) of the SEC act of 1934 
if he fails to disclose the impending takeover before trading in 
the target company's securities." The Court noted that the case 
was "problematic", because Chiarella was not an “insider” and did 
not receive the confidential information from the target company. 
In addition, the only information he had was with respect to the 
intentions of the acquiring company, not information intrinsic to 
the target's operations. Accordingly, the Court determined that 
the use of the information by Chiarella was not "fraud" under 
section 10(b) unless he was shown to be subject to an affirmative 
duty to disclose the information before trading -- a topic not 
addressed in the trial. Thus, the Supreme Court overturned the 
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lower court ruling that Chiarella was guilty of violating section 
10(b) and sent the case back for a new trial. 


In overturning Chiarella's conviction, the Court left open 
the question of whether some sort of duty to disclose might be 
found from Chiarella's duty to his employer, Pandick Press, and 
that company's duties to the firms that had hired it to do the 
printing. This opening has been used by the SEC and the courts 
to fashion the modern "misappropriation theory" of insider 
trading under the securities laws described in detail above in 
this Note. Second, the SEC promulgated Rule 14e-3 to catch 
people like Chiarella in cases involving tender offers when they 
can be shown merely to be in "possession" of material, nonpublic 
information. 


Chiarella himself was never retried. He had already given 
back the full amount of his ill-gotten profits, and the SEC 
decided that he had suffered enough. .It is quite clear, however, 
that Chiarella could be convicted today under both the 
misappropriation theory and, even more easily, Rule 14e-3. 


Dirks v. SEC, 463 U.S. 646 (1983) 


In 1973, Dirks was an officer in a New York broker-dealer 
firm specializing in providing investment analysis of insurance 
company securities to institutional investors. On March 6, he 
received information from Ronald Secrist (an insider and whistle- 
blower at Equity Funding of America) that Equity Funding, a 
company that sold life insurance and mutual funds, had vastly 
overstated its assets because of fraudulent corporate practices. 
Secrist urged Dirks to investigate the charges.  Dirks took the 
case and visited the Equity headquarters in Los Angeles, where 
management flatly denied any wrongdoing, but other employees 


"verified the charges of fraud. While in Los Angeles, Dirks 


contacted the Wall Street Journal in an effort to get them to 
report the fraud, but he was unable to get the story published 
because the paper was worried that it would be sued for libel. 


Although neither Dirks nor his firm used this information to 
trade any Equity stock, his candid discussions with a number of 
his clients and investors about the findings of his investigation 
led to stock trading in the company by some, including five 
investors who liquidated holdings of over $16 million. During 
the two-week period of Dirks' investigation, as the information 


began to circulate, the price of Equity stock dropped from $26 to 


$15 per share. Trading was halted and the fraud uncovered. 


The SEC then explored Dirks' activities and determined that 
he aided and abetted violations of several rules, including 
10(b), through his actions. Because of his crucial role in . 
bringing the fraud to light, however, the SEC only censured him. 
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Dirks appealed the censure to the Supreme Court. 





Highlights of the Supreme Court Opinion 


The Court focused primarily on the issue of whether Dirks 
violated the antifraud provisions of the federal securities laws 
by revealing the "tip" he received from Secrist to his clients 
before the findings became public knowledge. As in the Chiarella 
decision, the Court held that an obligation to disclose or 
abstain must come from some form of fiduciary relationship; that 
is, there is no general duty to disclose based on mere possession 
of material nonpublic information. 





The Court found that Dirks had no duty to disclose before 
trading ог tipping, because Secrist -- Dirks' tipper -- did not 
violate a fiduciary duty by personally benefiting from disclosing 
the information to Dirks. Quite the contrary, Secrist disclosure 
of the fraudulent activities of the company served the interests 
of the stockholders. Because Secrist did not violate a fiduciary 


duty in tipping to Dirks, Dirks violated no duty when he tipped 
his clients. 


This case stands generally for the idea that traditional = 
insiders may provide corporate information to analysts апа | 
brokers so long as they do so in а way that violates по fiduciary | 
duty to their corporation. It is vital to the health of the С идр 
securities markets, after all, for there to be a flow of d | 
information between executives of traded companies and the market 
professionals who digest corporate information and place "buy" 
and "sell" orders and recommendations. 


To pass muster under this test, the insider (or his tippee) 
must be able to show that the insider did not tip for an illicit 
purpose and did not benefit -- directly or indirectly -- from the 
disclosure of confidential information. 


Carpenter, et al. v. United States, 484 U.S. 19 (1987) 


Foster Winans was a reporter for the Wall Street Journal and 
author of the influential and widely read column, “Heard on the 
Street." Despite a Jcurnal policy requiring all employees to 
treat information *gleaned" during the course of employment as 
company property and therefore confidential if nonpublic, Winans 
became involved in a scheme in which he provided securities- 
related information that was to appear in his column to friends 
(stockbrokers Felis and Brant) who traded on that advance 
information. -Carpenter was a news clerk who served аз a 
messenger. With Winans telling them information a day before it 
appeared in his "Heard" column and the brokers trading on this 
information, the Winans' group was able to earn more than 
$690,000 in just over one year (1983 through early 1984). The 
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scheme was eventually uncovered, and everyone was charged with 
misappropriation of information under sections 10(b) and 10b-5 of 
the SEC Act, mail and wire fraud, and lesser violations. ` 


In the lower federal courts, the central issue was whether 
the information used by Winans to benefit himself and his 
colleagues was misappropriated in a fashion that constituted a 
violation of sections 10(b) and 10b-5. The court held that 
Winans had breached his duty of confidentiality to the Journal, 
but it was less clear whether this action could be construed as 
misappropriation under Rule 10b-5. The court ultimately held 
that the misappropriation theory prevented the conversion by 
anyone of material nonpublic information in connection with the 
buying or sales of securities. Thus, Winans (and his friends as 
tippees) were found guilty of misappropriating confidential 
information in violation of his fiduciary duty to the Journal. 


Highlights of the Supreme Court Opinion 


The Supreme Court upheld the lower court decision, but 
without enforcing the misappropriation theory under Rule 10b-5. 
The Court split 4-4 (the ninth Justice did not vote) on whether 
Rule 10b-5 would support the misappropriation theory. By a rule 
of court, this split resulted in upholding the conviction on this 
count, but reserved for another day a definitive ruling on the 
merits of the misappropriation theory of liability. 


However, the Court fully affirmed the mail and wire fraud 
convictions. The Justices ruled that the confidential 
information used by Winans was owned by the Journal and that 
Winans' use of it violated the Journal's basic property rights. 
The Journal informed its employees that confidential information 
gained by an employee on the job was company property, and by 
converting this property to his own use Winans committed a fraud 
on his employer within the meaning of the federal mail and wire 
fraud statutes. 


In the wake of this case, the SEC and lower federal courts 
have continued to use both Rule 10b-5 and the mail and wire fraud 
statutes to prosecute insider trading cases. However, the SEC 
has been careful not to seek Supreme Court review of a conviction 
in a case that might cast doubt on the misappropriation theory 
under Rule 10b-5. 
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d THE TORT OF FRAUD: A CLOSER LOOK 


I. "Knowing" 
A. Can also be "reckless" if speaker shows a 
callous disregard for checking on truth of 


assertion | 
В. Can also be negligence or even innocent where 
true "mistake" occurs. Liability limited to 


rescission. 
II. Misrepresentation 


A. Non-disclosures count if: 





1. Prior statement now misleading (duty to 
update if statement still "alive") | 
* 2. Fiduciary duty to speak ' 
(agent/employee/trustee/big dependance) 
* 3. Unequal access to facts (wild card) 
4. Special transactions (insurance) 


* Basis for special statutory rules against buying 
or selling securities when one party has "inside information" 
about true value of securities 


III. Material Fact 
A. Can be statement of intention if made with 


knowledge that speaker will not perform 
1. State of mind = state of digestion 


B. Can be statement of opinion if opinion could 
not be held by reasonable person in light of real, 
known facts (but lots of "puffing" allowed to 
sellers where market power and information roughly 


equal) 


IV. Reliance 


А. Actual reliance may be enough if case of 
positive fraud(i.e. perpetrator not allowed to get 


off because victim was a fool) 
B. In business v. business cases, equal access 


to information suggests business not entitled to 
rely if they make no investigation and truth is 


"obvious" 


C. Duty to investigate in cases of non-disclosure 
where access is roughly equal to both sides 


V. Causing Damages 
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Insider Trading Laws: U.S. 


What constitutes insider trading ? 
e What is inside information? 
—" Tn À information (MNPI) 
. * Who are insiders? 


corporate insider trader: persons with a fiduciary relationship to the reievant 
corporation; includes traditional msiders (officers, directors, employees) and 
quasi-insiders (e.g. investment bankers, lawyers, consultants, accountants) who 
have contractual or fiduciary relations 


insider пррег, outsider tippee 


‘outsiders breaching duty to employer (e.g. reporters, securities brokers); employer 
does not have to have a fiduciary duty to the relevant corporation 


• To what extent do imsiders possess (or are presumed by law to possess) inside 
information? 


insiders, “almost by definition, have a degree of knowledge that makes them 
culpable if they trade on insider information... 


outsiders are not presumed to know... 


e What trading (and tipping) actions are prohibited to insiders (or tippees) who possess 
material, nonpublic information? | 


* Sec. 10b of SEC Act of 1934 and Rule 10b-5 or the SEC (covers all) 


prohibits trading and tipping on the basis of MNPI when а person is а 
fiduciary (or equivalent), is entrusted with information in that capacity, 
misappropriates that information (violates a fiduciary duty), and 
knowingly trades (or tips) on the information for personal benefit. 
Fiduciary obligations do not have to be to other party to the transaction 
and can be with someone else. 





847 


WHARTO 


i REPROGRAPHICS 


A‘ 


а т. 1 ع‎ eeu is =i 


848 


= * Section 14e and Еше 14e-3 (with respect to tender offers) 

Prohibits a person from trading utilizing information which he knows or 
bas reason to know is material and non-public and which he knows or has 
reason to know has been acquired directly or indirectly from the issuer, an 
officer, or any person acting on the issuer's behalf. (note absence of 
fiduciary duty requirement) 


* Section 16b (high-ranking corporate officers, directors, shareholders owning 
1096 or more of any class of registered securities) 


Prohibits ‘short swing” trades (buy and sell, or sell and buy within a 6 
month period) of equity securities 


* Most common criminal prosecution involving insider trading has been under 
federal mail and wire fraud statutes (also some prosecution under Racketeer 
Influenced and Corrupt Organizations Act). 

Generally, any intentional, wrongful use of someone else's property to 


make money for yourself can be fraud under the mail and wire fraud 
statutes. 


What are the Penalties to Insider Trading? 
e Penalties have become much tougher since 1987. 
Since 1987, 100% of convicted went to jail for a min. stay of 2 months. 
If the loss was more than $120,000, the low end 15 18 months in jail. 


e Recent settlements involved both "big guys" and "small guys." 
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Insider Trading Laws: What does a trader need to know about laws worldwide? 


1) Which laws are applicable? 
* Generally, trading in an exchange of a country makes you liable under that country’s 
law. 


2) What is the current state of the law? (Are the laws changing? What are the trends?) 


° Increasing convergence of insider trading laws worldwide. 


© he loce wp Bance has been towards tougher standards and tougher enforcement along 
the lines of the U.S. model. 


Other countries have tried to explicitly define what constitutes an insider trading { 
violation. These attempts at definitions have (inadvertently?) created some | 
“loopholes” in the laws. 
` Some regulations have gone beyond the U.S. standard. For example, the 1989 EC 
Directive has a requirement that firms publicly disclose material information 
unless the disclosure is harmful to the firm's legitimate busines interests. 


° New legislation often follows in the wake of scandals or because of attempts to 
ize across nations (e.g. 1989 EC Directive). 


hat рова you and legal counsel believe you are in the right, but there is some small chance 
that you'll get a bad draw from the legal system.) 


° Enforcement of the laws varies across countries and business-political-legal cultures. 
> Sic nent of laws across borders is difficult because it requires cooperation by 
O qaa and courts in other countries with respect to obtaining evidence enforcing 


° Criminal penalties exist in many countries. 
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1 m Statutes and Rules: The U.S. Securities and Exchange Commission (SEC) 


The SEC is an independent (that 15, independent of the President and Congress) agency created by 
Congress to administer and enforce various securities laws such as the Securities and Exchange Act of 
1934. 


° Independent agencies normally regulate a specific set of industries (e.g., the Federal 
Communications Commission, the Nuclear Regulatory Commission, the ex- Interstate 
Commerce Commission), though some have jurisdiction cutting across industries (e.g. the | 
` Federal Trade Commission re antitrust and consumer protection and the National Labor 
Relations Board re labor). 


e Тһе more important independent agencies have а sin powers, rule-making powers, | 
and adjudicatory (judicial-like) powers. 


— 


e These agencies contrast to executive agencies (e.g. U.S. Food and Drug Administration in 
the Department of Health and Human Services, Internal Revenue Service in the Treasury 
Department) whose heads serve at “the pleasure of the President.” 


Such agencies are typically enabled by == statute (e.g. the SEC Act) to issue related rules. 
These rules have the force of law. 


e For example, Section 10b (of the SEC Act of 1934) is a section of the Congressionally 
passed SEC Act. Rule 10b-5 is an SEC rule issued as part of the SEC's powers given 
_ by the SEC Act. 


e The broader the enabling legislative mandate (e.g., FTC's powers to act against "unfair 
and deceptive acts and practices"), the greater the range of actvities over which the 
agency can make rules. 


o Rule-making activities of the agencies are regulated by the procedures of the | 
Administrative Procedures Act (АРА) and, in some cases, куанен Чаш 


e Rules can be challenged in court, but courts generally give the agencies substantial 
deference. 
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Metal Detection 


Sumitomo Debacle 
Is Tied to Lax Controls 
By Firm, Regulators 


| London, New York Concerns 


Are Also Facing Scrutiny 
Over Copper Trading 


Discovering a Secret Account 





By Suzanne MCGEE 
And STEPHEN E. FRANK 

Staff Reporters of Тик WALL STREET JOURNAL 

in late 1994, the London Metal Ex- 
change made a business decision: It would 
open warehouses in Long Beach, Calif., 
where clients could store copper. But that 
simple decision ignited a chain reaction 
that last week forced Japan's giant Sumi- 
tomo Corp. to reveal that it had lost $1.8 
billion during the past ten years in unau- 
thorized trades that it says were done by 
its head copper trader, Yasuo Натапака. 

The bombshell disclosure laid bare a 
stunning Jack of controls within one of 


| Japan's largest and most highly regarded 


Risky Territory 
For years, Japan's trading firms have 
been venturing further away from their | 
core businesses — a risky propositi 


on, аз 

Sumitomo Corp. learned. Page All. In 

other ents: 

= The Sumitomo debacle will rock cop- 
trading for some time, C1. 





trading firms. It also gave another black 
eye to the LME in the wake of other, albeit 
less spectacular, trading scandals and of 
warnings as long. as four years ago that 
someone may have been manipulating the 
copper market British regulators, who 
appeared to have been uninterested in 
investigating suspicious sales activity, be- 
gan to investigate possible manipulation 
on the LME only after being repeatedly 
assailed by U.S. commodity-market regu- 
lators. And it took a blunt warning from a 
British government finance official to his 
Japanese counterpart to get Sumitomo to 
investigate the activities of its copper-trad- 
ing group during the past few months. 
Traders and others familiar with the 
copper market say Sumitomo's losses 


i are likely to be closer to $2.6 billion by the : 
time the company sorts out the.financial : 


mess, overshadowing the $1.3 billion lost 
by Nick Leeson of Britain's Barings PLC 
and the $1.1 billion lost by Toshihide Iguchi 
at Japan's Daiwa Bank Ltd. | 

On Sunday, a Japanese newspaper 
quoted Sumitomo President Tomiichi 


Akiyama as saying that the unauthorized 
trades, tracked in a secret set of books, 
amounted to a whopping 520 billion annu- 
ally. Officially, the company did $9.4 bil- 
lion of copper trading in 1995. Mr. Akiyama 
said bank documents connected with the 
| unauthorized dealings were sent directi 
to Mr. Hamanaka, rather than the com- 
pany's financial department, according to 
the newspaper. i 

Help From Others? eres, 

Traders in the U.S. and Britain ques- 
tion how Mr. Hamanaka could have main- 
tained sucha charade for ten years without 
other Sumitomo officials learning of it. 
They suggest that ап investigation will 
almost certainly implicate other exec- 
utives at the company. Indeed, a Sumitomo 
executive confirms that the company's 
internal investigation is now focused on 
whether Mr. Натапака had any help from 
others at the firm. “The point of the 
investigation lies on whether people in Mr. 
Hamanaka's department or his bosses 
knew about his illicit trades or if they 
| assisted him in any manner at all," 
| the executive says. ЗА 

The copper market likely will be in 
disarray for weeks as traders look for ways 
to profit — or to avoid massive losses — as 
details of the attempted manipulation be- 
come clear. Traders believe a precipitous 
10% drop in copper prices on June 6—= day 
after Sumitomo says Mr. Hamanaka con- 
fessed to his superiors but eight days 
before the company made its public state- 
| ment — was the result of Sumitomo begin- 
ning to release some of its massive copper 
holdings onto the market, Neither Mr. 
Hamanaka nor his lawyers were available 
for comment. | ) 

U.S. and British regulators are investi- 
gating the activities of atleast а half dozen 
metals dealers, brokers and banks with 
| whom Mr. Hamanaka did business. British 

regulators spent the weekend in Washing- 
.ton poring over information about the 
activities of Sumitomo and its brokers 
gleaned by the U.S. Commodity Futures 
Trading Commission, the agency that 
sparked the global inquiry. Britain's Seri- 
ous Fraud Office and the City of London 
pclice, which have the power to prosecute, 
have launched an inquiry into Mr. Haman- 
aka's affairs, signaling the possibility of 
criminal violations; according to a person 
familiar with the situation. ; 

Among the firms believed to be under 
scrutiny by either U.S. or British regula- 
tors are Winchester Metals Ltd., a trading 
arm of Winchester Commodities Group 
Ltd. of Winchester, England, and Global 
Minerals & Metals Corp. of New York. А 
person familiar with the investigation into 





































the unregulated 
There, he did virtually all of his business 
through Global, whose founder, а copper- 
trading friend of Mr. Hamanaka's, is an 


. # European operations for Кејсо Inc., alarge 


Mr. Hamanaka's áctivities says that last . 
fall, Mr. Hamanaka stopped doing the bulk . 
of his trades through Winchester and the : 
LME, and switched to trading mostly on : 
cash copper market : 


expert in the use of the warrants, which - 


. are widely used in cash copper markets. 
4 Global Minerals said late Friday that 
- allegations of improprieties involving its 
., copper trades are “entirely false." 

* Up unti last October, Winchester 
+ Metals had extensive dealings with Mr. 
` Натапака and was the subject of ‘an 
‚ inquiry varlier this year by British regula- 
; tors. Calls to Winchester on Friday were 
* referred to the company's outside public- 


.Ielations firm. "Everyone at Winchester . 


f... has been surprised and shocked" by 
the announcement.of Sumitomo's losses, 
; thespokesman said. While confirming that 
' Sumitomo was a Winchester client, he 
.added “you clearly couldn't expect us to 
; comment on any issues relating to clients 
~ of the company." Winchester had no addi- 
, tional comment on the matter. | 


‚ Special Committee 


‚ The LME — long the center for global | 


* metals trading and often criticized for lax 


` oversight — has reconvened a special com- : 


i a ت‎ г 


• mittee originally formed late last year - 
: to look into unusual pricing patterns in the | 
, Copper market to examine this latest ` 


' scandal. It said it will “take such actionas . 


necessary" after completing this latest of i 


* several probes. 

+ What worries many financial experts is 
` that even after such well-publicized disas- 
s ters as the collapse of-Barings, huge 


: tives debacle of 1994 that caught up such 
» supposedly financially savvy companies as 
' Procter & Gamble, companies are failing 
› to take even the most basic steps to police 


| 

1 

| 

: 

Р ~ s 1 
- trading losses at Daiwa, and the deriva- | 
i 

| 

1 

i 


' their financial activities and limit their | 


. exposure to unwarranted risks. 
з — "It's unbelievable in this day and age 
‘ for companies not to control their trading 
t risks," says Richard Reinert, who heads 
i the European division of the Futures Indus- 
, try Association, a group representing par- 
: ticipants in futures markets world-wide. 
“The roll call of losses caused by specula- 
+ and on. What is it going to take for it to 
` Stop?" says Mr. Reinert, who also heads 


+ U.S. commodities-trading firm. 

; Copper doesn't have the glamour and 
› cachet of gold nor the political sensitivity 
* of crude oil. But the base rnetal is a vital. 
+ ingredient in such goods as automobiles 
? and electrical cables and appliances, and 
_ its consumption and price are widely re- 
» garded as a barometer of economic activ- 
t ity. For years the LME — a forum for 


* metals producers, consumers and dealers | 


$ to haggle over the price of not only copper. 
- but five other base metals — has been the 
» world's focal point for metals trading. 
Other Scandals 

But white David King, the LME's chief 
executive, boasts that metals trading has 
soared eightfold the past eight years to 
t total $2.5 trillion a year, the exchange has 
+ also become a center of controversy. Dissi- 


> за P S ~ 


> dent dealers routinely blast the market's, 


, lackluster efforts at surveillance and en- 
» forcement as well as its lax disclosure 
* requirements and criticize rules they say 


could allow rogue traders to flourish. In the | 


‘tion and rogue trading just goes on | 
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МАТО: REPROGRADHICS 


19805, scandals ih aluminum and tin trad- | 


ing nearly caused the LME’s collapse. 

Since 1990, the copper market has expe- 
rienced no fewer than three scandals of its 
own, culminating in Mr. Hamanaka's 
downfall last week. In early 1994, Codelco, 
Chile’s giant state-owned copper company. 
lost тоге than $200 million in LME deal- 
ings at the hands of a rogue trader named 
Juan Pablo Davila. Now Codelco has begun 
‚ -to file a series of suits against LME brokers 
in an attempt to recoup what it claims were 
kickbacks paid to Mr. Davila in order to 
have him direct Codelco's lucrative busi- 
ness to a handful of favored firms. 

At the beginning of this year, as Co- 
delco's assertions of fraudulent behavior 
by brokers burston the market, some large 
participants decided to shun the LME. 

The LME has repeatedly said its mar- 
ket functions properly. 

The LME decided late in 1994 to estab- 
lish warehouses capable of holding tens of 
thousands of tons of copper in the burgeon- 
ing port of Long Beach to give North 
American customers easy access to the 
metal. The LME already had such ware- 
houses in the Netherlands and Singapore. 
But.the warehouse decision prompted an 
angry response from Daniel Rappaport, 
the feisty chairman of the New York 
Mercantile Exchange. The exchange’s Co- 
mex division has long been overshadowed 


by the LME and Mr. Rappaport and his : 


predecessors had been struggling for 


years—largely unsuccessfully—to capture | 
more of the world’s metal trading for the | 


Comex. He viewed the LME's warehouse 
decision as a “power play” aimed at killing 
off the Comex copper contract. 


Mr. Rappaports protests to the U.S. | 


| Commodity Futures Trading Commission 
at first sounded like sour grapes. But 
last year, as copper prices began steadily 
climbing-and supplies began to tighten, it 
became evident that tons of the metal 


were going into the warehouses, but very. 


little was coming out. Mr. Rappaport 

| ing the Long Beach warehouses 
“roach motels” and he and other traders 
complained bitterly about the lax surveil- 
lance, enforcement and reporting stan- 
dards at the LME. They persuaded the 
CFTC that something suspicious was going 
on. Mary Schapiro, then the head of 
the CFTC and now the top cop at the 
National Association of Securities Dealers, 
pressured LME officials — to no avail — to 
share information about which traders 
held large enough positions in the copper 





` nal accounting purpose only and I guaran- 


Tokyo office of Winchester Commodities. 


| found ourselves acting as a conduit for 


· Serious Fraud Office began an investiga- 


"special request for our company’s inter- 


tee that this will not cause you any trou- ` 


ble/any damage/any loss at 21." At- | 
tached to the letter were two pages of | 


detailed instructions of the purported 
trades that were to have taken place in 
September 1990.. The letter asked Mr. 


Threlkeld to copy details of the trades and | 


forward them to a "Mr. Nishi" at the 


Mr. Threlkeld says he had concerns 
about Mr. Hamanaka's trading activities 


even before he sent the information to the | 


LME. "He was a client of mine and we 
started to get disturbed about the pattern 
of his trading," Mr. Threlkeld says. "We 


stupid trades." 


After confronting two of his employees ! 


with trades that didn't make sense, Mr. 
Threlkeld says the two—Ashley Levett and 
Charles Vincent — departed in 1991 to form 
Winchester, which also began trading with 


| Mr. Hamanaka. By 1994, according to 


people familiar with the firm, business 
from Sumitomo had become so profitable 


that the two young dealers received £15 


million ($23 million) each in salary and 
bonuses; Late last year, after Britain's 


tion into Winchester, Mr. Vincent resigned 


from the firm and moved to Monte Carlo | 
for what he told a British newspaper were |: 


"lifestyle reasons." Messrs. Levett and 


Vincent couldn't be reached for comment. | 


. Mr. Threlkeld says he was rebuffed by 
both the LME and British regulators. “1 
was told to leave it alone," he says. "At 
the LME, they told me I was lucky [Surni- 
tomo] didn't sue me.” Mr. Threlkeld says 
he stopped paying dues to the exchange 
and his membership was canceled. He 
also says his trading volume slumped, as 
dealers with connections to Mr. Натапака 
refused to do business with him. 


Alerting the Exchange 


In early 1994, Mr. Threlkeld wrote and 
faxed a series of letters attempting to alert 


the exchange to a series of very large | 


trades between a limited number of bro 
kers over а period of six months. Such 
trades, if prearranged, are illegal. · 

"Tt seemed inconceivable that transac- 


‘tions .of this size could be anything but | 


" he says. But the LME ге 
sponded with a brief memo advising him 
that the exchange's compliance depart- 
ment "follows up exceptionally large 


tionery and signed Y. Hamanaka, makes a : 








more months away. Usually, prices 
immediate delivery are very close tr 
lower than prices for future delivery. 
mors abounded that Mr. Hamanaka 
some other big trader had control of a la 
part of the copper in the LME's Long Be 
` warehouses and planned to keep it off 
market, thereby forcing prices higher s 
Mr. Hamanaka, asked about reports t 
he then controlled nearly two-thirds of 
Long Beach warehouse inventories, ! 
The Wall Street Journal at the time t 
"there are many groundless rum 
about" his involvement in the copper п. 
ket, of which this was only one. 
Investigators confirm Mr. Haman: 
did control a substantial part of the wz 
house supplies — perhaps as much as 1 
Traders say it is likely the strategy 
locking up copper supplies was aimed 
driving prices higher and improving 
own trading position. One Long Be: 
warehouse operator said that betwé 
‚ them, Sumitomo and (Global control vir 
ally all the copper on deposit there. 
_ Copper traded as high as $1.40 а рог 
in 1995, but has fallen 22% since | 
beginning of this year, at times trad: 
below $1 а pound. Although the Sw 
tomo and Global holdings may have had 
effect on spot prices, traders believe tt 
wouldn't likely have influenced the lo: 
term trend for copper. | 
Anxious Warnings 
. The soft-spoken Mr. Hamanaka t 
long been a powerful force in the copi 
market. While Sumitomo — one of ` 
world's largest traders of actual sup 
of copper as well as contracts linkeu 
copper prices — handled as much as 500,1 
tons of the metal for clients each year, ћ 
Hamanaka's trading on Sumitomo's | 
half represented volumes that were at Је; 
double, and sometimes as much as quad: 
ple, that amount. As such, he became t 
copper market's single largest participa: 
winning himself the label "Mr. 5%" | 
the share of the copper market he w 
believed to control. U.S. regulators say 
Stopped dealing—at least directly—on ( 
mex as long as three years ago, followi 
complaints about onerous position repo 
ing requirements imposed by the CFTC. 
For all the rumors that were flying lz 
last year, neither the LME nor Briti 
regulators had responded to increasint 
anxious warnings from the CFTC. "Y 
Sent a series of pretty strong letters ov 
there," says one senior CFTC official. “Y 
wanted to know much more about wh 


market to possibly influence pricing. 
Confirmation Letter 
Mrs. Schapiro’s prodding wasn't the 
first time suspicious activity was brought 
to the LME's attention. In late 1991, David 
Threlkeld, а. copper trader now based in 
Vermont, sent the LME a copy of a hand- 
writterr letter that he said he received from 
Mr. Hamanaka asking him to provide 
! confirmation details for 5500 million of | 
'trades Mr. Threlkeld says never took : 
place. Mr. Threlkeld had served earlier as | 
_ а broker for Мг. Hamanaka, but the rela- - 
| tionship had soured. 
` ‘The letter, written on Sumitomo sta- . 


. Was going on at the LME than either t 

, LME or British regulators were willing 

: tell us: The LME stonewalled us." 

| But reminders about regulatory fa 
џгез that might have been averted һер: 
to turn the tide and relations between t 
CFTC and the British improved. 

The real change came early this ye. 
when visiting British regulators we 
trapped in Washington during the Janua 
snowstorm that closed airports all alo! 

| the Eastern seaboard. CFTC officials us: 
the extended visit to pound home spe 
concerns about Mr. Натапака, 


transactions and to date has not identified ! 
any untoward trades or practices." | 

Copper-market participants note that 
not long after the big trades occurred—and . 
just days after the exchange of letters 
between Mr. Threlkeld and the LME — Co- 
дејсо, the Chilean copper company, dis- 
closed Mr. Davila’s huge losses. Among 
"Содејсо'5 brokers was Winchester, say 
people close to the investigation. 

By mid-October of last year, price , 
anomalies were appearing in the copper 
market Consumers were having to pay. 
much more for immediate delivery of the 
metal than for contracts to deliver three or 
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Mal Lynch May Ве facing SEC Charges 


WHARTO 


NEW YORK — Merrill Lynch & Co. has 
been told by the Securities and 
^ Commission that the agency's enforce- 


. À person close to Merrill said the 
company isn't currently engaged in settle- 
ment talks with the SEC. However, the 
firm is in the midst of trying to pursuade 
regulators not to bring charges, that per- 
son said. j 
In particular, the SEC is likely to focus 
on a $600 million taxable note underwriting 
by Merrill in June 1994, even as losses 
mounted in the investment pool. The pro- 
ceeds of that offering went into the 
county's investment pool, but the firm NS 
made no disclosure about the pool's deteri- === 
orating condition to buyers of the notes. ; 
The pool used the proceeds to buy more : 
securities, some of them from Merrill. — 
Another possible issue is whether Merrill р 


заје of risky securities, known 25 struc: SEC Staff Prepared ( ов 
tured notes, to the county pool. _ : : 
























losses from a risky investment strategy. 


Merrill sold $14 billion in securities to the : : 

investment fund ара underwrote hundreds | The investigation is being handled by | | То Press for Charges 

of millions of municipal note issues for the | the SEC regional office in Los Angeles. The ‚= : 

тех аны. | Anges enfe con зе Ls | | Against Merrill Lynch 
recommendation to the commission in | | ا‎ eE 


Merrill spokesman Timothy Gilles said: 
“The: firm doesn't comment about Wells 
Notices. We are confident that our disclo- 
sure was proper.” | 

The SEC notice is part of a standard 
procedure by the Wall Street's top cop 


| Washington. Р : ‘Contin ued From a AS 

Second Major Confrontation _ _ ceived such notices. - ; 
The Wells request marks the second Still, Merrill has been the focal point of 

major confrontation between Merrill and the investigation, because of the intensity 

federal regulators in the $1.3 trillion mu- of its relationship with the county invest- 





ment pool. At the time of the ку | 
fiting, the pool managed by Orange County 
treasurer Robert Citron held 520 billion in 
Securities — $14 billion purchased from ` 
Merrill. Merrill made at least $42 million in 
one year alone from its dealings with the 
| ' ‚ T aii . county. Ta 
THE WALL STREET JOURNAL FRIDAY, SEPTEMBER 20, 1996 A3. . The investment pool managed operat- 
= · - 3 ing funds for 187 California counties апа 
 Ricipal-bond market. Last fall, Merril, | . Merrill isn't the only firm that could.:-- ities, as well as some individuals’ invest- sc 
. Without admitting or denying wrongdoing, [ace SEC charges over Orange County. A ~ ments. The county pool promised its inves- Lacu 
agreed to pay $5.3 million to settle charges previously reported, CS First Boston and t=. | tors. above-market investment returns, 
. Telated to its handling of bond issues for Rauscher Pierce Refsnes, a unit of Inter- Xt which it achieved by borrowing heavily 
Massachusetts and the District of Colum- Regional Financial Group, have also ге 22+ against its securities holdings to buy still 
bia. | | Please Turn to Раде Aj, СОштп3 ` tr» more risky securities. This high-risk strat- 
— .-—T—— l —— 3' -egy foundered when interest rates rose 
steeply after February 1994. The value of 
the pool's investment fell as its borrowing 


` Separately, Merrill is still embroiled in 
a $3 billion lawsuit filed by the county in 
1995. The company has denied all of : 
the county's allegations. ~ 
— Andy Pasztor in Los Angeles 
contributed to this article. 
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At about the same time, CFTC officials 
were making their first contact with Sumi- 
tomo, seeking information about how Mr. 


` Hamanaka operated. While Sumitomo ! 
seemed not to have detected any suspi- ! 
уз dous signals, the American regulators | 


ta 
mm 
=ч 


Бару Зи ИЕ ee 
“SEHI were shocked at what they found. Mr. 


' Hamanaka a 


Hamanaka appeared to be hi5 own supervi- 
| Sor, able to conduct and authorize trades 


as well as completing the paperwork. 


Combining such authority in one person is ' 
| а violation of the most basic risk-manage- 
ment practices for financial firms. In both 
the Bain 


gs and Daiwa debacles, the 
‘traders responsible for the losses had a 
Similar degree of autonomy. The U.S. 
regulators also discovered that Mr. Ha- 
manaka had sole signing authority over 


: Some bank accounts even though the ac- 


counts were in Sumitomo’s name, another 
glaring red flag. None of these apparently 
was the secret account that Sumitomo 
executives say funded some of his trades. 
‘Potential to Disguise Things’. 
British regulators began probing the 


activities of other metals traders on the | 


LME and concurred with their U.S. coun- 
terparts that Sumitomo seemed to be at the 
root of the market's odd behavior. A few 
months ago, a British finance ministry 
official contacted his Japanese counter- 
part at a high-level diplomatic meeting to 


warn him that Sumitomo faced big finan- | 


cial and regulatory problems. 
On April 12, the CFTC notified Sumi- 


power of attorney. At about the same time, 


a clerk in Sumitomo’s treasury department | 
discovered several discrepancies in a ! 
| March 31 account statement from an out- 


Side bank, which hasn't been publicly 
identified. The clerk notified her supe- 
riors, who went to the bank to try to trace 
the source of the discrepancies. On May 9, 
the Japanese firm removed Mr. Hamanaka 
from day-to-day control of copper-trading 
activities, sending rumors swirling 
through the market. 

The source of the mysterious discrep- 
ancies was an account at the bank main- 
tained in Sumitomo’s name, but reportedly 
unknown to anyone in the company except 


‚Мт. Hamanaka, who controlled it. A per- 


son familiar with the inquiry said Mr. 
pparently was alerted by the 
outside bank of its intention to reveal the 
account to Sumitomo. Mr. Hamanaka 
didn't show up for work on June 4, the day 
the disclosure was made. He did come in 
the next day, the company says, to confess. 
On June 6, Sumitomo representatives in 
Washington notified the CFTC of the fraud 
and the magnitude of the company's 
losses. ; 
Investigators confirm they are focusing 


оп links between Mr. Натапака, Winches- 


ter and Global, as well as a handful of 





‚ tomo that it had learned of two brokerage | 
: accounts allegedly maintained in Sumi- 
; tomo's name, but operated by Global under 


other banks and metals dealers who prof- | 


ited from copper-trading deals, in many 
af which Sumitomo lost money. Sumitomo 
ays it doesn’t believe Mr. Hamanaka 
profited personally from his trading 
scheme. 
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Close Relationship 

It remains unclear why Mr. Hamanaka 
would have allowed Global, a fledgling | 
firm headed by his old copper-trading 
friend David Campbell, to use Sumitomo's 
пате in violation of the Japanese com- 
рапу 5 rules. For Global, the relationship 
with Sumitomo was extremely valuable in 
catapulting it from obscurity into the ranks 


| of big-league copper dealings. 


Peter Haveles, an attorney represent- 
ing Global, confirms that Global had а 
close relationship with Sumitomo. He says 


the brokerage accounts were used to hedge · 


the large copper positions Global under- 
took on Sumitomo's behalf. Mr. Haveles 
says he believes the accounts were author- 
ized by a number of Sumitomo officials, 
including Mr. Hamanaka's T Akio Ima- 
mura, general manager of Sumito tomo's 
nonferrous-metals division and a director 


of the firm. Mr. Imamura didn't retum a ~ 


phone call for comment. People close to the 
matter say the two brokerage firms.that 
held the accounts that Global operated in 
Sumitomo’s name were Merrill Lynch. Lón- 
don and Rudoiff Wolff in London. Merrill 
declined to comment. 'Rudolff Wolff offi- 
cials couldn't be reached for comment: 
Though Sumitomo didn't put up-any 
money for the accounts directly, Mr. Ha- 
veles says, the firm did allow Global 
Minerals to use the Sumitomo name on 
the accounts, and granted the New York 
start-up complete power-of-attorney-over 
the accounts. “Sumitomo knew about the 
brokerage accounts," Mr. Haveles says. 
"We still believe they were completely 
authorized." x b aL. 
Sumitomo denies that claim. In a state- 
ment late Saturday, the company Said: 
“Sumitomo did ‘not authorize any such 


j accounts. These actions by Mr. Hamanaka 


were clear violations of the company's 
business policies and standards of ethical 
conduct. This will be the subject of a 
thorough and rigorous investigation by the 
company and its outside counsel.” “The 


| firm declined to comment further. 7. 


But Mr. Haveles says that in the course 
of doing business with Sumitomo, Global 
had extensive dealings with a variety of 
Sumitomo officials, some of them senior.to 
Mr. Hamanaka. People familiar with the 
Situation say Global President David 
Campbell met with Mr. Imamura im his 
Tokyo office in 1995, spoke periodically 


with him by telephone and had dinner-with | 


him in New York last month. Оп опе 


| occasion in 1995, those people say, Mr. 


Campbell also had dinner with a Surnitomo 
official who is senior to Mr. Imarmura-. з 
"Global is а company in the copper 
business with whom Sumitomo has done 
business in the past," Sumitomo said: in 
а Statement yesterday. “Thus it 15: not 
surprising there may have been dinners 
... attended by one or more Sumitomo 
representatives.” Sumitomo said the:May 
dinner was held to discuss closing-“ac- 
counts of which the company had been 


. previously unaware. 





There almost certainly will be calis:tor 
the LME to improve its monitoring `of 
member firms and their trading patterns. 
The LME has pointed Ой! that Sumitomo 
itself isn’t a member of the exchange, and 
thus not subject to its rules or jurisdiction. 


Janet Guyon, Neil Behrmann 
and Norikiko Shirouzu 
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In the first indictment to grow out of the 
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charged three midlevel executives of the 
- Company with conspiring to deffaud the 
t. : | 
- The indictment, which was handed up 
in federal court in Fort Myers, Fla., is the 
“first phase," according to a prosecutor 
involved in the government's case against 
the nation's largest hospital company. 
. The three Columbia employees played 
key roles in Columbia's operations 
throughout southwest Florida. But law-en- 
forcement officials familiar with the case 
hoted that the first indictment out of an 
investigation typically targets lower-level 
employees in an organization, Prosecutors 
Tien Cy to persuade such Done ов 
ate with the investigation in order to 
implicate higher-ups. 
: "This indictment ... represents the 
first phase of the government's ongoing 
investigation of that organization," said 
Tampa U.S. Attorney Charles Wilson, 
whose office is handling the Florida inves- 
tigation. "The prosecution of health-care 
fraud cases is the top white-collar-crime 
priority of this office, as well as à top 
priority of the Department of Justice as а 
whole.” 
+ While yesterday's indictment was rela- 
tively narrow in scope, investigators аге 
continuing a broad investigation into Co- 
-tumbia's Medicare and Medicaid billing 
* practices and its home health-care орега- 
- tions. 
; * If convicted of all charges, the three | 
"employees — Jay A. Jarrell, Michael T. 
.Neeb and Robert W. Whiteside — each 
: could face a prison term of as many as 25 
- years and a fine of more than $1 million. 
. Columbia Chief Executive Thomas F. 
“Frist Jr. said in a statement that the 
“company takes "these allegations very 
:.seriously and will cooperate fully with the 
-governmen nt.” Separately, the Nashville, 
. Tenn. ‚ company said second-quarter profit 
„mse 13%. 
= Columbia's shares fell 68.75 cents to 
close at $33.8D5 іп New York Stock Ex- 


-change composite trading. The company's 


Stock has fallen about 19% since the [едега! 
investigation was disclosed in March. 

А grand jury in Florida indicted the 
three men June 25, but the three weren't 
immediately notified because prosecutors 
asked that the indictment be sealed. A 
litte more than two weeks after that, 
law-enforcement officers from at least four 
federal agencies swooped down on Colum- 
bia facilities in seven states and served the 
hospital and related businesses with 35 
search warrants. 

Mr. Jarrell, 42 years old, has been chief 
executive of Columbia's southwest Florida 
division since June 1996, and before that 
was finance vice president for Columbia's 
Statewide organization. Mr. Neeb, 35, is 
chief financial officer of the company's | 
northern Florida divisions, and previously 


company's southwest Florida unit. Mr. 
Whiteside, 47, is currently director of 
reimbursement for certain Columbia hos- 
pitals, working at Columbia headquarters 
in Nashville. 

Hal Hardin, a Nashville lawyer repre- 
senting Mr. Whiteside, said his client 
wasn't notified of the indictment against 
him until Wednesday morning. Although 
Mr. Whiteside offered to fly to Fort Myers, 
where the charges were lodged, Mr. Har- 
din said law-enforcement officials insisted 
Mr. Whiteside appear in a Nashville fed- 
eral court that morning. 

Mr. Hardin, who said his client plans to 
plead not guilty, saw the episode as a sign 
of extreme zealousness on the part of 
prosecutors. “It is extremely strange for a 
bond to be requested for a white-collar 
crime," Mr. Hardin said. "My client is still 


(Mr. Jarrell told the Associated PRY” 
| “Тат innocent, and I have no comm” ~ 


Please Turn to Page Аб, Cols?” 


worked as chief financial officer of the 


Columbia ‘Inquiry Yields First Indictment 


Insurance Companies Start 
An Independent Probe 
Into Billing Practices 





By Lucerre LAGNADO 
Staff Reporter of THE WALL STREET JOURNAL 
CA Healthcare Corp. can 
now brace for an attack on another front: 
the private insurance industry. 

Private health-care plans are now in- 
vestigating whether the hospital chain 
may have overbiled them by inflating 
claims or charging for 


unnecessary serv 
ices. Federal authorities are already prob-- 


ing whether Columbia engaged in overbill- 
ing of Medicare and Medicaid. 

A health-care fraud attorney who repre- 
sents several of the leading insurance 
firms said she is conducting an inquiry 
that focuses on Columbia's home-health 


business and clinical laboratory work, as | 


well as its general billing practices. 
"Columbia's troubles will not be over 
even if there is а settlement with the 
government," said Alison Duncan, a part- 
ner at Wiley, Rein & Fielding in Wash- 
ington. The firm specializes in health-care 
fraud. She declined to name the insurers 
she represents, but she said they include 
some of the largest in the country. 
"That's complete news to me," Vic 
! Campbell, a Columbia senior vice presi- 





dent, said when told of the move. 

While the government has been both 
public and aggressive about its pursuit of 
Columbia, launching well-publicized raids 


| of Columbia institutions and physicians' 


offices as early as last spring, the insur- 
ance industry has until now remained on 
the sidelines. 

This is about to change, said Ms. Dun- 
can. "If they [the government] are the 
800-pound gorilla, we're the jaguar in the 
jungle. You pay attention to the gorilla 
because he's visible and large and making 
noise. But we're out there 100," she said. 

The entry of private insurers into the 
controversy over Columbia's business 
practices represents à major new battle 
front for the Nashville, Tenn., hospital 
giant. Columbia gets some 60% of its total 
revenue from private insurers. 

Usually, private insurers are wary of 
taking on big hospital chains over billing 
issues, in part because hospitals increas- 
ingly are, in effect, business partners. 

"Many insurers were reluctant to look 
for fraud and abuse because they were 
busy setting up their managed-care net- 
work and needed the providers" of medical 
care, said Michael Stocker, the president 
and chief executive of Empire Blue Cross & 
Blue Shield of New York. “It frustrates me 


| because it ends up being higher premiums 
| for our customers." 


Now, however, a number of the larger 
firms are willing to scrutinize Columbia in 
light of the growing public controversy 
over the hospital chain's methods, accord- 
ing to Ms. Duncan. 

Ms. Duncan's firm took the lead in 
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- Continued From Раде A3 Columbia—and health care— —rested on pro- 
this time," as he walked out of the Fort | Viding an array of health-care information 
Myers courthouse yesterday.) Mr. Neeb | to consumers and payers. The health net- | 
couldn’t be reached to comment. work, Mr. Scott thought, would be one way 


















Law-enforcement officials wouldn't dis- 
cuss ‘what prompted them to unseal the :| 
indictment yesterday. They. - acknow- 
ledged, however, that the July 16 raid on. 
the company could have been hampered | 
had the company tipped off other Columbia | | 
officials about the existing indictment 
в Messrs. Jarrell, Neeb and White- | 
side 

The relatively slim 12-раге indictment 
outlines an alleged conspiracy, going back 

as far as 1986, by the three executives to 

` inflate the amount of money Columbia was 

to be аи: by the Medicare pro- 
The. conspiracy. according . 
















=>. Terms of the ies deal were never 


to disseminate health-care information, 
аш CENE Ве fo the gen- 





disclosed, but people close to the situation | 
put the monetary value at less than $5 
` million at ће time. 


“ The dismantling of this deal is one sign 
. that Dr. Frist, who had been Columbia’s . 


| vice chairman before taking over the top 


posts from Mr. Scott, sees a much different 
future for Columbia — a future less depen- 
dent on Columbia’s vast databases and 
potential to collect information. 
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arm ` bia, which pafticipate iri tlie Médicare and buyback, ‘which cost the company $730. 


1 


Champus programs, submit cost reports to 
"fiscal intermediaries," companies that 
review the cost reports to ensure they are 
appropriately billed. The intermediaries 
then forward the reports to the govern- 
ment under the appropriate program. 


In the instances outlined in the indict- | 
ment, the three Columbia executives аге 
charged with submitting fraudulent re- 
ports to three fiscal intermediaries: Blue 
Cross & Blue Shield of Florida, Mutual of 
Omaha and Wisconsin Physician Services. 
Based on the information in the reports, 
the insurance companies reimbursed Co-. 
lumbia. 

Many of the activities under fire in the 
indictment revolve around Fawcett Memo- · 
rial Hospital, a Port Charlotte, Fla., hospi- i 
tal Columbia acquired from Basic Ameri- 
can Medical Inc. in 1992. 

The core of the government's charge is 
that the three men established a scheme to 
lump some of Fawcett's debt into a Medi- 
care or Champus category that rendered 
the debt 100% Feimbursable by the federai 
programs. 

According to the government, however, 
only a fraction of that debt should have 
` been eligible for reimbursement. Those 
questionable accounting practices cost 
om $1.75 million, the government 


" ди а о sic iara e Se 
executives with failing to notify the proper 
authorities that an auditing error had 
resulted in а favorable result for Colum- 


bia. ` 
legal storm, Co- 

























. . ` Amid the in 

‘lumbia said ittis withdrawing from its 
previously anriounced deal to acquire a 
majority interest in America's Health Net- | 
work, à 24-hour cable network that pro- 
vides health-care programming. 

While the deal for America's Health 
Network was relatively small, it was stra- 
tegically important to the vision of former 
Chairman and Chief Executive Richard 
Scott, who resigned under pressure last 
week. Mr. Scott believed that the future of 





million in the quarter, ey 
share figure would have been 61 cents, | 
according to analysts. Columbia shares | 
fell 68.75 cents to close at $33.8125 in New | 
York Stock Exchange composite trading. | 

Dr. Frist said he is evaluating various : 
plans to restructure the company as part of 
a plan to mollify federal regulators. 

“It's difficult to know what businesses 
they're going to be in," said Sheryl Skol- 
nick with Robertson Stephens & Co. “It's 
become impossible to predict earnings 


—Anila Sharpe | 
contributed to this article. 
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Inside Traders - 
Get a Message © | 
In Duracell Case 


By JEFFREY TAYLOR = 
: eporter of Tite WALL STREET JOURNAL | 
per WA SHINGTON — Think of the Duracell 
case as a shot across the bow of today's . 
Inside traders. - 

“I поре it will serve as a warning," says- 
William McLucas, enforcement director of 
the Securities and Exchange Commission. 
"As In the early-to-mid-'80s, we're seeing 
people try to use foreign financial Institu- 
tions to avold detection. Today, we have 
the ability to freeze assets and have better 
relationships with foreign jurisdictions, 50 
we can find out thelr Identities." · ' 

On Monday, the SEC brought an un- 
usual case against "certain purchasers” of 
Duracell International Inc. options con- 
tracts shortly before the company agreed 
(о be acquired last week by Gillette Co. 

The agency quickly obtained a federal 
court order freezing $950,000 In profits on 
the trades, and it started proceedings to 
find out who ordered them. As was typical 
of insider trading a decade ago, the trades 
were carried out by two overseas institu- 
lions, а Swiss bank and a Bahamian 
holding company, the SEC's, complaint 
Says. | | 

The trades’ foreign origin, Mr. 
McLucas says, may be the. most sig- 
nificant development the Duracell case 
signals. The number of insider-trading 
cases brought by the SEC has remained 
more or less constant for the past few 
years, But lately, some of the traders’ old 
tricks have regained popularity, especially 
the use of overseas banks. to try to hide 
their- identities. ; | 

"Although the commission doesn't 
know yet who did the Duracell trades, it 
doesn't matter, because they've locked up 
the profits," says Harvey Pitt, a veteran 





Washington securities lawyer who has, 


defended such cllents as Ivan Boesky and 
the Bahamian bank through which former 
investment banker Dennis Levine did his 
celebrated trading. | 

“The commission has developed a very 
potent ability to plerce through the use of 
foreign banks," Mr. Pitt adds, "Including 

Plense Turn tn Pane (217. Column 5 


| 








Continued From Page С1 

agreements with overseas governments to 
' share Information and the ability to freeze 
assets," | 

. Once, foreign Institutions, especially 
highly secretive Swiss and Bahamian 
banks, could be counted on to quickly 
shuttle ПИсИ profits out of the country and 
then staunchly refuse to disclose their 
cllents' names, regulators say, But a cou- 
ple of things happened to change that, 


In 1981, the SEC sued а Swiss bank- 


called Banca de la Svizzera Itallana to 
freeze the assets In trades || suspected 
were based on materlal, nonpublic infor- 
mation. Federal Judge Milton Pollack in 
New-York ordered the bank to disclose the 
names of 115 clients and threatened to 
impose stiff fines If it didn't. " | 


"Eventually, the SEC got the names," 


says John Sturc, a former SEC official who | 


was Involved In the agency's cases against 
Michael Milken and Меззгз, Boesky. and 
Levine. 

As it happens, Banca de la Svizzera 
Italiana was one of the two foreign institu- 


‚ tions used In last week's Duracell trades. 


And SEC officlals say they expect the 


bank's full cooperation with their efforts to 


learn the cllents' Identitles. 


The fact that the Duracell trades came 
from forelgn shores doesn't necessarily 
mean that whoever placed them Is foreign. 
In many Instances, traders in the U.S. set 


up forelgn accounts to hide their activities, 


regulators say. 
It's unlikely, Messrs. Pitt and Sture 


agree, that the traders are stockbrokers or | 
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SEC Puts Heat on Inside Traders | 


investment bankers, "Within the securi-: 


ties industry,‘ there's a high degree of 


knowledge of. insider-trading issues, The ` 


vast majority of today's Inslder-trading 


cases do not happen within the Indus- 


try,” says Мг, Sturc, now an attorney In 
private practice, 

А few years ago, Mr. McLucas Süys, 
inside traders were mainly buying and 
selling ahead of routine corporate news; 
now, he says, the resurgence of merger- 


and-acqulsition activity has brought forth: 


more deal-orlented trading. 


The vehicle of choice lately seems to be 
options contracts, which yleld highly lever- 
aged profits in the event of sudden stock- 


y 


price shifts, "Every single merger these, 
days, you see Insider trading," says 
Harrison Roth, senior options strategist 
and first vice president at Cowen & Со. 
“There's always somebody who knows: 
something, and they want to put money in 

their pocket." | | 
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Confident’ 11 Information Trading: 
Understanding Securities Crimes 








Issuer Traditional 
| x of 0 | |] Insiders 
Contractual Security Rule 16b 
or fiduciary | | 
duty to Quasi-Insiders 
issuer to maintain Rule 10b 
confidentiality | 
2 == Outsiders 
Misappropriation Theory: | Tippees 
PU Rule 10b 
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CHAPTER 3 


INTEGRATING POLICY TRENDS 
INTO DYNAMIC ADVANTAGE 


ELIZADETH E. BAILEY 
The Wharton School, Department of Public Policy and Management 


The public sector is sometimes treated as an external Jactor in formulating 

' strategy, yet public policies often serve as nonmarket drivers of company ste- 
cess, This chapter explores the effect of reduced economic regulation and in- 
creased social and environmental regulation on different competitors. We 
examine policy windows that create opportunities for firms to shape policy or 
its implementation. We describe the nature of political competition and offer 
prescriptions for strategy depending оп whether the policy initiatives affect 
competing firms equally or unequally, Finally, we present a set of schematics 
of the interaction between the public and private sectors to help firms analyze 
policy trends and integrate them into competitive strategy. 


li airlines, telecommunications, util- 
ities, and many other industries, public policy defines the competitive 
playing field. Even in industries in which regulation is less visible, 
public policy on issues such as the environment can have а substantial 
strategic impact. Yet many firms do not consider the implications of 
policy as part of the process of analyzing and formulating competitive 
strategy. In assessing their strategic positions, managers should ask: 
What are the opportunities created by policy changes? What are the 
negative consequences of proposed policies? Should the firm be active 
or passive with respect to a public policy initiative? Should it adopt an 
individual stance or join in collective action? How can it best influence 
the governmental or social activist agenda? 





INTEGRATING POLICY TRENDS 


The answers to these questions require an understanding of the in- 
teraction between public policy and private sector strategies. This 
analysis should include the direct effect of policy on the firm as well as 
indirect effects from the market responses of competitors. 

Àn understanding of the public sector should be an integral part of 
а firm's overall strategy. In their strategic thinking, managers must de- 
velop connecting tissue between concerns originating outside the firm 
and the market strategies adopted by the firm. They should be aware 
of long-term patterns of change in the public sector that could influ- 
ence the future growth path of industry profitability. The strategic in- 
teraction between the private and public sectors needs to be understood 
as a dynamic driver of competitive advantage. 

This chapter explores this interaction between public policy and 
competitive strategy. It examines ways managers can integrate pol- 
icy considerations into their analysis of strategic options. The chap- 
ter first examines how public policy is often overlooked by managers. 
It then discusses key policy trends and the rationale driving many 
current policy decisions. The chapter then explores the fortuitous 


events that create policy windows where firms can make an impact. Fi- - 


nally, the chapter looks at four strategies for developing dynamic ad- 
vantages in light of various types of policy initiatives. 'The choice of 
strategy depends upon whether the policies reduce regulations or in- 


crease them, and whether they affect all players equally or create 
winners and losers among competing firms. 


PUBLIC POLICY AND PRIVATE 

STRATEGY: AN INTERACTIVE PROCESS 
Public sector policies can create and help sustain competitive advantage 
for firms, or can undermine and even destroy advantages, as illustrated 
in Figure 3.1. Consider, for example, an industry in which price and 
entry are regulated. Its marketplace arena and the value of its resources 
are sustained and protected by regulation. A public sector deregulatory 
initiative provides a new definition of the competitive arena. Smaller 
firms that had been geographically limited can expand their areas of 
operations, and new firms can enter and attempt to attract business 
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UNDERSTANDING ADVANTAGES 






Figure 3.1 
Policy Trends and Dynamic Advantage 
Policy arena can 
create/sustaln 
New definition of arena. __ 
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arena lo protect thelr 
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through lower prices. As shown in the right side of Figure 3.1, the new 
definition of the competitive arena causes changes in the boundaries of 
the competitive arena and in the mix of rivals. As shown in the left 
side of the figure, the key resources needed for competitive success 
change, and firms must develop new competencies in pricing and net- 
work design. 

Firms can also influence the new policy initiative, as indicated by the 
inward arrows in the figure. Consider a proposed environmental law 
that will significantly increase the net costs to an industry. All firms in 
the industry may collectively seek to influence legislative and/or rule- 
making activities so as to meet the public need while minimizing the 
cost burden to the industry. Or consider the ability to influence policy 
toward piracy of a firm resource, such as computer software. Future 
profitability may, in large measure, be determined by the degree to 
which that industry can mobilize its government to force copyright 
compliance by other countries. 


Strategists Ignore Policy 


Traditional strategy literature does not explicitly focus on the interac- 
tions between strategy and policy shown in Figure 3.1. Yet this inter- 
action affects advantages as defined by these theorists. Porter's model of 
competitive strategy identifies five market forces that need to be fac- 
tored into a firm's strategic planning process." These are: the threat of 
new entry, b "ning power of buyers, bargaining power of suppliers, 





INTEGRATING POLICY TRENDS 


the threat of substitute products and services, and rivalry among ex- 
isting firms. His categorization does not focus on the important link- 
ages between private strategy and public policy. Yet regulatory policy 
may determine whether entry can occur; antitrust policy may influence 
the degree of rivalry; new products may need to go through govern- 
mental approval processes; labor, antitrust, and trade laws may influence 
the bargaining power of buyers and suppliers; and trade policies may de- 
termine the degree of rivalry among international firms. 

Similarly, the resource-based view of the firm, also treats public pol- 
icy only indirectly. In this theory, there are four cornerstones of com- 
petitive advantage: superior resources, forces that limit competition, 
imperfect resource mobility, and ex ате limits to competition.? As ar- 
gued here, superior resources (heterogeneity within an industry) often 
come from monopoly rents granted or rescinded by the public sector. 
Property rights are supported by law, permitting exclusive rights to 
many mineral or other scarce resources. Antitrust laws can rescind su- 
perior rents associated with monopoly. Similarly, ex post limits to com- 
petition, which sustain rents, are often granted by government policy. 
Much of the entry regulation practiced from the 1930s to the 1970s in 
the telecommunications and transportation industries gave sustainable 
advantage to those with current operating rights and handicapped 
companies attempting to enter as new competitors. Capital and labor 
mobility may also be constrained by governmental policy. Environ- 
mental laws (making a distinction between high and low sulfur coal, 
or failing to do so) may cause gains or losses in specialized factors of 
production that might affect one firm or locality more than another. 
Similarly, the existence of trademark, copyright, patent, and intellec- 
tual property laws all contribute ex ante to a firm's incentive to invest 
to achieve protected rents. Government disclosure regulations may 
lessen the degree of information asymmetries that underlie advantage 
and so provide ex ante encouragement to competition.? 


PATTERNS OF POLICY CHANGE 
Sometimes policy shifts may appear to managers to be random and 
perhaps even capricious, but there are some clear patter’ of policy 
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changes. By understanding these patterns, managers can better antic- 
ipate future policy shifts. 


Tracking Broad Policy Trends 


Two major public sector trends during the past quarter century have 
characterized government policy toward business. The first trend has 
been the economic regulatory reform movement, including both 
deregulation and privatization, which is part ofa worldwide downsiz- 
ing and reinvention of government. The second trend, somewhat con- 
trary to the first, has been the significant increase in social and 
environmental activism. This activism has resulted in major new leg- 
islation aimed at improving the quality of life for citizens, but often at 
significant cost to industry. 

Other public sector events can be subsumed under these two broad 
headings. For example, the end of the Cold War has increased the mar- 
ket orientation of many former Communist economies. This trend fits 
into the deregulation and privatization category, since the constraints 
on firms are being relaxed. Another result of the end of the Cold War 
has been a reduction in defense spending, which in turn has led to de- 
fense industry consolidation. Another public sector trend has been the 
factoring of social and environmental issues into trade policy. Human 
rights activism with respect to China, or Maquiladora issues with respect 
to NAFTA, are best analyzed as part of the trend toward greater social 
and environmental regulation. L, 

In a study of the long-term trends in economic regulatory activity in 
the United States, Richard Vietor found a move toward regulation and 
then away from it.’ In the 1930s, the major policy thrust was toward in- 
creased economic regulation of infrastructure sectors such as trans- 
portation, telecommunications, and energy. If you were a manager in 
one of these industries, your destiny was in large part influenced by this 
broad-based trend. But there was also a degree of constructive strate- 
gic thinking that could beneficially influence your future. All along the 
time path, it was possible to influence both the legislation and its im- 
plementation. The earlier and the wiser the intervention, the better for 


your long-term interests. 
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Continuous monitoring of the external environment would also 
have revealed the spread of the regulatory net over the next 30 years. 
As technological change continued to lower costs and to bring new 
modes of service into being, regulatory rules that had been designed 
for one transportation mode, such as railroads, were extended to more 
competitive modes, such as trucks and air and water carriers. The 
government entered the business of maintaining equity, not only for 
consumers, but also for supply among and within modes of trans- 
portation. The regulatory system became cumbersome. Regulations 
became ever more detailed, and even simple regulatory issues could 
take years to be decided. The heavy hand of economic regulation 
began to be felt, and the regulatory system began to break down. 

In the mid-1970s, a wave of economic regulatory reform and dereg- 
ulation began. Again; there was a degree of predictability about the 
trend, and some business leaders caught the vision sooner than did their 
rivals. The dilemma was that policymakers now recognized that regu- 
latory intervention was imperfect just as marketplace competition was 
imperfect. Policymakers began to ask: Which 15 better in this situa- 
tion—imperfect competition or imperfect regulation? Their solution 
was to seek minimal regulatory intervention for each circumstance. 
Economic regulatory policy began to be administered with a light 
touch rather than with a heavy hand. 


Contestability Theory: Changing the Rules for 
Regulatory Policy 


À new economic theory called contestability theory helped provide a prac- 
tical template for reform.’ The idea was to segment an industry into 
various markets and to seek to determine for each such market the ex- 
tent of contests for the market that could take place under conditions of 
free entry and exit. Figure 3.2 provides a synopsis of this framework. 
In the 1930s template of regulation, the industry was treated as an in- 
tegrated monopoly. Prices, entry, and service obligations were set by 
regulators. INew entry was also overseen by regulators, In the 1980s 
template of deregulation, the industry was unbundled into its distinct 
activities—the unbundling could be vertical (separating electricity 
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Figure 3.2 
Contestability Theory and Industry Unbundling 
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generation from transmission and distribution) or horizontal (either 
geographically or by service categories). Each activity was then ana- 
lyzed as to the degree of monopoly power remaining in the market/ac- 
tivity. For contestable markets/activities, there was an opening of 
competition in the market. Prices, quality, and service were set by сот- 
petitive forces. For monopoly markets/activities, there was an opening 
of competition for the market by concession or lease or competition by 
substitutes, Prices, quality, and service obligations were set by contract. 
The right of access to the monopoly facility was mandated by govern- 
ment. In this process, regulators were clearly playing a role in defining 
the competitive arena and the nature of competition within it. | 
Figure 3.3 summarizes this unbundling for various infrastructure in- 
dustries. Consider the railroad industry. Certain of its markets, such as 
the transportation of fresh fruits and vegetables, faced strong competi- 
tion from trucks, even in regions where only one railroad provided ser- 
vice. Such markets were contestable and could be deregulated. Prices, 
quality, and service could be set by competitive forces. Other railroad 
markets, such as the supply of coal to an electric utility, were captive 
(not readily contested). For such markets, continued economic regula- 
tion was wa = тей, but even here, many new concepts that flowed 
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Figure 3.3 
Economic Framework for Regulatory Reform 
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from the theory helped free up the players to try other mechanisms than 
command-and-control regulation. Freedom to negotiate long-term 
contracts (e.g., between the coal company and the railroad) was re- 
quested and granted, and the terms of these contracts were permitted to 
be kept private. In areas where it is safety concerns rather than captive 
markets that are at issue, traditional regulation continues. 

Many managers are unaware of contestability theory, even though 
it may have a powerful effect in shaping their competitive environ- 
ment. Most are at least somewhat aware of the broad regulatory trends, 
but many fail to factor them into the strategy formulation process. The 
more forward-looking firms in each industry, those that understood 
the shift toward deregulation and the new opportunities it offers, have 
been able to achieve dynamic advantage. Others have conducted busi- 
ness as usual in a public environment that has dramatically changed; 
they often find themselves competitively disadvantaged. 
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A Trend toward Social and Environmental Regulation 


David Vogel describes the expansion of the political agenda over the 
past two decades to include the emergence of a strong public interest 
movement.* According to Vogel, environmental and consumer organi- 
zations have become important sources of countervailing power to busi- 
ness, These initiatives reflect an increase in public sophistication toward 
requiring increased social performance by large companies. Figure 3.4 
shows the various regulatory trends by category. Social regulation is 
most often responsive to concerns about human rights (particularly in 
the workplace) and to protecting youth. Environmental regulation per- 
tains mainly to the desire for cleaner air, water, and/or land. According 
to Robert Hahn and Thomas Hopkins, while the annual regulatory 
costs devoted to economic regulation have shrunk from $100 billion in 
the late 19705 to about $25 billion today (in 1990 dollars), social and 
environmental regulatory costs have risen threefold from about $75 bil- 
lion in the late 1970s to more than $225 billion estimated by the start 


| Figure 3.4 
Growth in Social and Environmental Regulation 


Policy Trend Malin Categories industries Effected Most Strongly 


Environmental 
Activism 


Air Chemical/Energy/Automotive 


| Mining/Chemical/ 


_ Water Agriculture/Flshing 


| Land 


Agriculture/Forestry/Grazing 


















Manufacturing Industries 
with International Sourcing/ 
All Large Industry 


Human Rights 
• Discrimination 
° Disability 





| Soclal 
Activism 





Youth Issues 










e TV Violence | Media/Alcohol/Tobacco/Drugs 
• Drunk Drlving | | 





ad 





INTEGRATING POLICY TRENDS 


of the next century." Many managers failed to see the strategic impli- 
cations of this trend until it had already placed restrictions or added 
costs on their industries. 


INTERACTIONS BETWEEN | 
POLICYMAKERS, THE PUBLIC, | 
AND INDUSTRY . | 
In the policy arena, there are multiple players, each competing to have 
his or her perspective reflected in any new legislation or regulatory rule 
making. David Baron recommends that firms pursue an “integrated 
strategy,” including both public sector and private sector considera- 
tions. Managers should analyze public sector initiatives to see whether 
they will help or harm their business, and develop legislative, agency, 
and litigative strategies to influence these initiatives. ‘The strategic plan- 
ning should include a public policy awareness that is deeply understood 
at all points in the value chain and through the organization. Nonmar- 
ket strategy should not be the sole domain of government relations of- 
ficers, but needs to involve advertising and marketing people, strategic 
planners, and area managers (for international operations), as well as 
top management and members of the board of directors. Firms should 
realize that social concerns may lead to changes in competitive advan- 
tage. They should promote an awareness of an ongoing loop of influ- 
ence between the public and private sectors. New public sector 
initiatives may shape business opportunities in the marketplace, and new 
business initiatives often require governmental intervention or approval. 
The organization also needs to be aware of the dynamic interrela- 
tionships between business, the public, policymakers (elected officials), 
and regulatory/executive branch agencies, as illustrated in Figure 23. 
Both industry and public interest groups submit input to influence pol- 
icy. Consider the recent Contract with America. The public presence 
is shown in the right-hand arrow of Figure 3.5, as the public influ- 
ences policy through newly elected members of the House of Керге- 
sentatives. On many of the Contract with America issues, business and 
industry associations also have self-interested (but not monolithic) 
views that tend to be reflected by the arrow coming from industry on 
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Figure 3.5 
Policy Influence Chart 
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the left. Policymakers issue new legislation which is interpreted and 
enforced by regulatory and executive agencies. Industry and the pub- 
lic also have links to the executive and regulatory bureaucracies.” 


DYNAMIC EVOLUTION: POLICY 

WINDOWS AND MULTIPLE PLAYERS 

In addition to examining interactions between players at a point in 
time, we can also examine the evolution of policy interactions over 
time. As shown in Figure 3.6, there are specific points in the strategy 
process when the private sector can influence policy development or 
implementation. The policy window reflects an empirical pattern that 
often appears for issues arising in the public sector. Such issues develop 
over time, beginning with issue identification. Various interest groups 
form and battle one another until a legislative consensus is reached. 
The legislation is then turned over to an executive or regulatory 
agency for implementation through a rule-making process. If one or 
more of the interest groups have been left out or are unsatisfied by 
either the ^ -islative or rule-making decisions, those groups may well 
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seek judicial relief. The eventual outcome, represented by the trailing 
activity box in the figure, is that no consensus is reached or that the 
public need is met, and the policy window for action passes for the 
time being. 

The policy window portrays opportunities for action on given ini- 
tiatives.!! Such opportunities present themselves and stay open for only 
short periods. Some event will trigger a public impetus for action, 
which rises steeply for a short period of time. Typical events are the 
election of a new president (timing is predictable), or a disaster with 
extensive media coverage (unpredictable). The firms or public inter- 
est groups that will achieve dynamic advantage among the multiple 
players are those that are first to recognize that a policy window has 
opened. They will attach a solution to the issue that has been identi- 
fied, overcome potential political difficulties by redrafting proposals, 
and thereby turn the politically propitious event to their advantage. 
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As indicated in Figure 3.6, the earlier that players become involved in 
the process, the more influence they have. This is why it is vital for 
managers to incorporate public policy issues into strategy formulation. 
Recognizing. these issues after the policy windows close usually lim- 
its the company’s ability to influence their development. 


Multiple Strategic Players and the Policy Agenda 


Sometimes, not all competitors are affected equally by a regulation; 
some win, while others lose. To be effective, each player needs to un- 
derstand the relative concentration or dispersion of the benefits from 
supporting or opposing a policy alternative. The Wilson Matrix in Fig- 
ure 3.7 describes four types of political competition,!! The first is in- 
terest group politics. This occurs when one business or interest group 
expects to benefit at the expense of another. The public does not be- 
lieve it will be affected much. Legislation, if passed, will have some- 
thing to please each affected party. The 1996 Telecommunications 
Deregulation Act was of this variety. Consumers were not immedi- 
ately gainers or losers, but two industry groups (long-distance carriers 
versus local operating companies) were diametrically opposed. The so- 
lution was that the long-distance market would open to local carrier 
competition shortly after the local telephone market had itself been 
opened to competition. 

Entrepreneurial politics result when a policy alternative has widely 
distributed gains to society, but is opposed by one interest group, often 
one business or industry that will bear most of the cost. A political 
entrepreneur is needed to reflect the interests of those with dispersed 
benefits, Often this entrepreneur is a politician. Senator Ted Kennedy 
(D-MA) played this role in airline deregulation by championing con- 
sumer interests in lower air fares, even though most industry players 
were initially opposed. Commissioner David Kessler of the Food and 
Drug Administration is an example of a political entrepreneur from an 
executive branch agency who has recently highlighted the youth and 
tobacco issue. 

Client politics occur when one firm or interest group gains dis- 
proportionately from a policy change (the benefits are concentrated). 
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Figure 3.7 
Nature of Political Competition* 
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*Adapted from Wilson (1980) 


Norman Augustine, CEO of Martin Marietta Corporation, took the 
lead in modifying merger criteria in defense consolidations, smooth- 
ing the way for the Lockheed-Martin merger. Majoritarian politics, 
in contrast, typically involve major social issues—crime policy, social 
security—in which both benefits and costs are widely distributed. 
The main lesson for any business that is seeking dynamic compet- 
itive advantage from a new policy initiative is that the information 
in Figures 3.6 and 3.7 need to be linked. Managers need to move 
quickly to take advantage of policy windows, but they also need to 
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determine whether to move individually or to join with others based 
on the distribution of benefits and costs from the initiative. The 
speed and skill chich a firm implements its political strategy 
can enormously infiuence the outcome of the political competition 
and the positions of players. 


FOUR STRATEGIES FOR SEEKING 
DYNAMIC ADVANTAGE 

What actions should an individual firm take to support or block a 
public policy initiative? Figure 3.8 shows the broad policy trends and 
strategic responses by firms to gain as much advantage as possible in 
the dynamic environment created by changing public sector policies. 
This matrix examines each public sector trend, those that remove or 
lessen a constraint (decreased economic regulation) and others that 
add a constraint (increased social or environmental regulation). Man- 
agers must determine whether the initiative creates an incentive to 


Figure 3.8 
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join with competitors or sets the firm apart from competitors. Con- 
sider, for example, a new command-and-control regulation that pro- 
poses a ban on a particular product. If all firms in an industry 
manufacture this product, their political activity might be collective, 
with all firms in the industry coordinating their efforts to oppose the 
ban. By such coordinated activity vis-à-vis the public sector, they can 
mitigate their collective disadvantage, as shown in the bottom right of 
Figure 3.8. Suppose, however, that the ban on a particular product af- 
fects one firm less than another, giving one firm a relative advantage. 
That firm may be able, after the ban, to use an alternative technology 
for which it has patents, but which was not cost-effective prior to the 
proposed ban. It may use this relative advantage to take individual ac- 
tion to support the ban, if it is better off on a net basis after taking the 
market consequences for its rival into account. Its rival sees only the 
confounding of the negative effect of the ban and its lack of substitute 
technologies. It would thus have an incentive to vigorously oppose the 
ban. Here, the two firms experience different outcomes from the pro- 
posed policy initiative, and hence their strategic political activity will 
differ. Each would try to mitigate its relative disadvantages, as shown 
in the lower left-hand box. 

A similar analysis holds on the deregulatory side. There are a va- 
riety of public initiatives that can improve financial performance. 
There can be a loosening of a former governmental constraint, per- 
haps from deregulation or privatization, or from movement away 
from command-and-control regulation toward a more market-based 
system. One firm might be able to gain a relative advantage for it- 
self by locking in a new market opportunity. Privatization might 
permit long-term exclusive rights in a newly emerging economy. Or, 
the use of marketable permits might permit cooperative advantages 
to all firms in an industry. 

We next examine how companies respond to each of the four strate- 
gic situations depicted in Figure 3.8 and explore how policy changes 
create strategic threats and opportunities. To better understand the 
dynamic aspects of the prescriptive strategic initiatives depicted in Fig- 
ure 3.8, we show how it is linked to Figures 3.5, 3.6, and 3.7. 
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Antitrust and Defense Consolidation: 
Improving Collective Advantage 


There have been significant budgetary reductions for the defense in- 
dustry in the last decade. Overall, the budget has been cut by a third in 
real terms from its peak in the mid-1980s. The part of the budget re- 
lated to equipping U.S. military forces has been reduced by nearly 
two-thirds. As a result, there is excess capacity in the industry, and with 
it has come the pressure to consolidate. In several cases, such as the pro- 
posed Olin-Alliant Techsystems merger, the Department of Justice 
(DOJ) intervened to prevent the merger. While the Defense Depart- 
ment decided that the market for a particular form of tank ammunition 
would support only one supplier, the DOJ was unwilling to let one firm 
have a monopoly in this product. 

The strategic response in defense industries has been to urge gov- 
ernment to rethink its antitrust policies. The industry collectively en- 
couraged the establishment of a Presidential Commission (along the 
top left-hand arrow of Figure 3.5). The policy window (Figure 3.6) 
was formed by social concerns about large layoffs in the defense in- 
dustries as highlighted by the media. The Defense Department and 
elected officials from the most severely affected regions (such as 
southern California) were particularly interested in supporting an ini- 
tiative that would better rationalize the industry. The commission 
recommended the formation of an antitrust unit in the Defense De- 
partment. Its purpose would be to articulate to the РОЈ its view of 
why a particular merger in the defense industry would not do harm. 
One argument might be that the buyer (the Defense Department) 
was not an uninformed consumer, as DOJ assumed in its antitrust 
analysis, but rather was highly sophisticated in its contracting prac- 
tices. In these circumstances, a market with only a small number of 
suppliers would not violate the intent of the Antitrust Act, which is 
to prevent the price-gouging of consumers that might occur when an 
industry tends toward a monopoly. 

If the defense industry is indeed able to obtain regulatory relief from 
the antitrust laws, for reasons of monopsony supply and national defense, 
it would enjoy an improvement in collective advantage (upper right 
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corner of Figure 3.8). A number of military suppliers would be freed to 
consolidate and improve their financial performance. As mentioned ear- 
lier, Norman Augustine, CEO of Martin-Marietta Corporation, was an 
early leader in seeing the benefits of supporting this particular end, and 
his client politics (Figure 3.7) helped create the new policy. He stood im- 
mediately to improve relative advantage by achieving a successful merger 
between Martin-Marietta and Lockheed, while simultaneously im- 
proving collective advantage for all defense companies. 


Airline Deregulation: Improving Relative Advantage 


The Airline Deregulation Act, passed in 1978, profoundly affected the 
market opportunities available to firms in the industry. For the first 
time in 40 years, airlines could determine their own operating strate- 
gies by entering and exiting any route they wished within the United 
States. They were free to set prices rather than having to adhere to a 
price formula set by the Civil Aeronautics Board. So the deregulatory 
action by government opened up new possibilities for market compe- 
tition that previously had been blocked. Initially, support for deregu- 
lation came from only a few firms. New entrants, such as Southwest, 
had a structural cost advantage and supported the policy initiative 
(upper left block of Figure 3.8). But among the major airlines, only 
United Airlines supported deregulation. It was the largest carrier and 
did not anticipate much chance for further growth from continued 
regulation. Moreover, its size might well confer a structural advantage 
under deregulation (upper left block of Figure 3.8). The politics (Fig- 
ure 3.7), were entrepreneurial because the benefits were widely dis- 
tributed to the public, and the costs would come in changes imposed 
on the major companies in the industry. Thére was a policy window 
(Figure 3.6) for reducing the size and scope of government caused in 
part by recent oil price shocks. 

Airlines spent the first decade after deregulation focusing on indi- 
vidual market strategies of their rivals. Robert Crandall of American 
Airlines took the first private initiative, moving its headquarters to Dal- 
las-Fort Worth where it would build its hub-and-spoke system. It ini- 
tiated many creative ideas in marketing and pricing, such as SuperSaver 
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fares and Frequent Flyer programs. It thus enjoyed, ex post, a dynamic 
relative advantage from decreased economic regulation (Figure 3.8) 
‘hat it had not anticipated in advance. However, this advantage was 
not as long-lived as American might have liked. Most large airlines 
began to make similar strategic decisions. Each airline found that its 
best strategic choice was to provide nationwide service, operating to 
all U.S. points through one or more hub airports, where it held a dom- 
inant share of traffic,’ Larger trunk carriers bought out the smaller 
local service carriers, which had been surprised to find themselves rel- 
atively advantaged in the early deregulatory years by their control of 
regional traffic and their new ability to initiate longer-haul services at 
their hubs. 

By the 1990s, many of the larger carriers decided that their market 
strategy involved becoming global. They wished to provide one-stop 
shopping for their airline customers to destinations throughout the 
world, rather than only to points within the United States. To imple- 
ment the new international strategy, airlines had to work through the 
regulatory and executive agencies, along the middle left arrow in Fig- 
ure 3.5. In terms of Figure 3.8, there was an opportunity to improve 
relative advantage to those firms, such as American, Delta, or United, 
which could arrange to purchase international routes from other car- 
riers, such as Pan Am, TWA, Braniff, or Eastern. But, such transfers 
of route authority required foreign government approval, Government 
permissions also had to be sought to gain approval of new international 
routes or alliances. So an industry whose competitive strategy was 
greatly affected by a downward legislative movement from policy- 
makers to industry in the late 1970s (Figure 3.5) found itself proactive 
in creating a reverse movement from its largest players to government 
trade negotiators in the early 1990s, as they sought to take advantage 
of this new policy window. 


The Chemical Industry after Bhopal: Mitigating 
Collective Disadvantage 


From Earth Day 1970 through the early 1990s, governments here and 
abroad piled or regulations, setting ever more sweeping and costly 
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environmental goals. The mandates constrained many industries, in- 
cluding, at first, those that were generating big, obvious sources of pol- 
lution, such as air pollution associated with oil- and coal-powered 
electric utility plants, and water pollution caused by releases of chem- 
ical companies into the waterways. As time went on, there was an ex- 
tension of concern to issues such as cleaning up toxic waste dumps, 
preventing major process accidents, protecting an expanding list: of en- 
dangered species, reducing greenhouse gases, phasing out chemicals 
found to be toxic in laboratory animals. Many of these sweeping en- 
vironmental statutes, such as the Clean Air Act, the Superfund Act, 
and the Resources Recovery and Conservation Act, bear the restriction 
that regulators cannot consider costs when setting standards. In terms 
of Figure 3.5, the initiatives commenced from the public rather than 
from industry, moving into the policy arena from the right-hand arrow. 

These new mandates have begun to interfere more and more with 
the ability of business and citizens to make sensible decisions con- 
cerning their property, processes, and products. A new understanding 
of the cost associated with zero-risk mandates and pristine cleanups has 
arisen. New reform ideas are currently being floated, such as requir- 
ing an assessment of the true degree of risk and a cost-benefit analy- 
sis whenever a federal agency issues a major new rule. A second area 
of concern has been at state and local government levels, where there 
is a desire for a "no money, no mandate" law; that is, permitting at the 
federal level the enactment of expensive new requirements only when 
funds are provided to pay for them. A third area of reform concerns 
property rights, and the provision of compensation when environ- 
mental actions severely limit the use and lower the value of private 
property. 

As with economic regulation and deregulation, those businesses that 
are staying closer in touch with the environmental regulation and re- 
form movements, have learned how to influence their tide. They un- 
derstand the consequences to them of the policy changes, and through 
political intervention as well as voluntary action, are gaining a com- 
petitive edge over their rivals. The Responsible Care Program in the 
chemical industry provides an interesting example. Spurred by the 
threat of high-liability awards in the aftermath of the policy window 
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created by the Bhopal accident of December 1984 (Figure 3.6), the 
larger firms in the chemical industry acted swiftly in taking initiatives 
to prevent future accidents, thereby to economize on their liability 
exposures. Members of the Chemical Manufacturers Association vol- 
untarily established a code of conduct for their members, which re- 
quired the adoption of a complex array of risk management practices 
and procedures. This collective action (Figure 3.8) went beyond the 
regulatory compliance requirements of the time. The chemical indus- 
try leaders had caught the vision of the future, and realized that more 
stringent regulations were on the way. The Community Right-to- 
Know and Emergency Planning Act of 1986 included many of the 
voluntary process safety improvements (a link from industry to Exec- 
utive Agency rules in Figure 3.5), and still others were later codified 
by regulatory agencies into new process safety management regula- 
tions. Collective disadvantage (Figure 3.8) was thereby significantly 
mitigated when compared to the expense that would have been in- 
curred had the regulations been agency-imposed. 


Human Rights in China: Mitigating 
Collective and Relative Disadvantage 


The U.S.-China dispute over human rights presents an excellent ex- 
ample of mitigating both collective (1993) and relative (1996) disad- 
vantage, the remaining left-hand box in Figure 3.8. In 1995, President 
Bill Clinton wished to give human rights concerns in China a higher 
profile. He announced an executive order linking improvements in 
human rights in China to U.S. renewal of China's most-favored nation 
trade status. The Chinese were given a year, from June 1993 to June 
1994, to make measurable improvements in human rights areas, such as 
dismal treatment of political prisoners and sale of products made by 
prison labor. At the time, the order was widely praised by law makers, 
China experts, and human-rights groups as an excellent compromise 
that acknowledged the concerns of Congress on human rights but de- 
ferred any punishment of China for a year. 

The 1993 announcement involved entrepreneurial politics (Figure 
3.7). Тће signal was from government to business, and it created a 
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year-long policy window (Figure 3.6). During the year in which th 
executive order was in place, there was intense lobbying by a numbe 
of large American companies including Motorola, General Electric 
IBM, and Xerox. These companies coordinated their activities, sinc 
each had significant investments in China and regarded China as . 
major market (an industry link, left-hand arrow of Figure 3.5). D: 
joining and directing strenuous efforts both to the White House an 
to Congress, the companies were able to mitigate collective disadvan 
tage (Figure 3.8) and thereby retain and expand their share of ex 
panding Chinese markets. 

А new twist began to occur in the next two years, when piracy c 
intellectual property rights became an issue. А presidential policy win 
dow (Figure 3.6) in favor of the software interests was created, sinc 
Silicon Valley supported President Bill Clinton in the 1992 election 
When the 1995 piracy agreements were insufficiently implemented b 
China, this window ensured that there was the political will to seek 
strengthening of these agreements. The interests of industry giants suc 
as Walt Disney and Microsoft were arrayed on one side as they at 
tempted to mitigate their relative disadvantage (Figure 3.8). Other in 
dustry giants were arrayed on the other side, as China retaliated b 
withdrawing airplane orders from Boeing in protest to the pressure 
from the United States on intellectual piracy. The need for business t 
take a very broad look at the strategic implications of the policy ini 
tiatives taken by other industry groups became overwhelmingly ap 
parent. 


CONCL.USION 


More and more management attention is devoted to strategic issues in 
volving business and the public sector. Some 56 percent of CEOs spen 
more than 10 days а year in Washington, and 39 percent spend over 2 
days there." But often this time is spent in reacting to policy late in th 
game. By becoming aware of policy issues earlier and incorporatin 
them into the strategy process, managers can improve their strategi 
planning. By understanding the broad policy trends, their current an 
future impact, and options for responding to them, companies have 
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better chance of enjoying and sustaining dynamic competitive advan- 
tage as a result of public sector initiatives. 

One way to increase this awareness of public policy is to support 
boundary spanners, the individuals within a firm who are open to ex- 
ternal trends, both societal changes and market innovations, by other 
firms." Such individuals aid the transformation process of the firm 
in helping it overcome institutional conformity and permitting it a 
degree of protection from the changing policy environment. It is vital 
that business provide support to these individuals. They are key to 
catching the trends early so that their business can capture the eco- 
nomic rents associated with being in the forefront of major policy and 
technology change. 
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WHARTON REPROGRAPHICS 
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STRICT LIABILITY 
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CLASS 21 STANDARD SETTING 
SELF-REGULATION 
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CLASS 23-5 FRIEDMAN'S VIEW OF CORPORATION 
BUSINES ROUNDTABLE VIEW OF CORPORATION 
USEEM'S VIEW OF CORPORATION 
AGENCY THEORY AND EXECUTIVE COMPENSAION 
FOREIGN CORRUPT PRACTICES ACT 
DUTIES OF CORPORATE OFFICERS 


CLASS 26 HUMAN RIGHTS 
AFFIRMATIVE ACTION 
SEXUAL/RACIAL DISCRIMINATION 
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